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PROCEEDI NGS

CHAI RVAN PI TOFSKY:  Good norni ng, everyone.

We continue our hearings. W're up to Day 10 of
heari ngs, and our enphasis |ast week and today will be on
the question of howto deal with efficiencies in the context
of conpetition policy.

This norning our enphasis will be, to some extent,
on efficiencies as they energe, are relevant in the fast-
changi ng health care industry.

Qur first speaker this norning is Janes Cubbin,
Executive Director of Ceneral Mdtors Health Care
Initiatives, a position he has held since March 1994. As
Executive Director, he is responsible for all activities
relating to GMs health care initiatives, |egislative
anal ysis, and cost and quality inprovenents.

M. Cubbin joined GMin August 1963 and held a

series of engineering positions at the fornmer Ternstedt
Di vision and Fisher Body Division. He joined the GM I egal
staff in 1972 and practiced law in a variety of areas,
i ncludi ng environnmental, product liability, nmarketing, and
trade regulation. He has also served as general counsel for
Sat urn Corporation and the Buick-A ds-Cadillac G oup.

M. Cubbin, welcone to these proceedi ngs.

MR. CUBBIN: Thank you.

| would like to thank the Federal Trade Comm SSion
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for affording me the opportunity today to share with you
sonme of the General Modtors' views regarding the role that
judicious antitrust enforcenent can play in achieving
greater efficiencies in the delivery of health care
servi ces.

CGeneral Mdtors has a profound interest in health
care and its reform As well as being the nation's |argest
i ndustrial corporation, we are the |argest single private
payer for health care services in the world.

We currently provide health care coverage to over
1.6 mllion enployees, retirees, and to fam lies throughout
the United States. In 1994, our U S. health care bill was
$5.4 billion. On a per vehicle basis that anpbunts to
approxi mately $1200 for every car or truck we built, nore
than we spent for steel.

W are also vitally concerned with inproving the
health status of our work force. Qur enpl oyee population is
ol der than is typical for the United States manufacturers as
a whole, and maintaining their health is a crucial elenent
in our drive to inprove productivity.

Wien we | ook at the nation's health care system
today, we see many simlarities to our own business just a
few years ago. In the early '80s, GMwas not sufficiently
i nnovative or flexible in driving inprovenents to our

systens in order to bring costs down while better neeting
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our custoners' needs. As a result, we |ost market share and
our profits suffered.

Qur experience has taught us that neeting custoner
needs must cone first and forenost, and the sane principle
hol ds true for health care. Better neeting health care
custoner needs while holding costs will require innovation
and different ways of doi ng busi ness.

W se application of the antitrust | aws has been
and can continue to be a force that pronotes the sort of
i nnovation that can inprove custoner access to necessary
heal th care services while containing costs.

We are concerned, however, that antitrust issues,
whet her real or inmagined, could stifle valuable
experimentation in how health care services are planned for
and provided at the community |evel.

We believe that health care reformis noving to
the local |evel and that we can best contribute to inproving
ef ficiency and quality by becom ng an active player in
pl anni ng the evol ution of community health delivery systens.

I n doi ng so, however, we need the freedom under
the antitrust laws to work jointly with providers, insurers,
ot her payers, and citizens' representatives to explore nore
ef ficient neans of delivering care and better neeting the
comuni ty needs.

W al so need to have a systemthat energes from
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t hese communi ty-w de di scussi ons eval uated under a rule of
reason anal ysis that takes into account sone of the key
probl ens in applying conventional econom c analysis to
heal th care markets.

As | noted, increasing efficiency in the health
care sector, while at the sane tinme neeting custoner needs,
will require innovation and experinentation. To date,
antitrust enforcenment has largely been a force to pronote
such i nnovati on.

For exanple, the antitrust enforcenment agencies,
by placing a check on the power of incunmbent entities to
control access to key services, have proved a powerful
weapon in speedi ng the acceptance of nmanaged care plans as
an alternative to additional fee-for-service nedicine. But
too rigid an application of the antitrust laws could stifle
further innovation.

The fundanmental problemin analyzing health care
markets under the antitrust |aws, we believe, lies in the
definition of "output.™ | understand from our econom sts
and antitrust |awers that typically the first question in
determ ning whether a particular practice or form of
or gani zati on enhances consuner welfare is whether or not it
enhances out put.

The problemw th properly applying this criterion
in health care markets is that the output that consumers
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want out of the health care systemis better health.

Wiile the statistics that are generally used
measur e nunbers of procedures, hospital stays, doctor visits
and the like, these statistics neasure inputs, not output, a
distinction mssing fromthe conventional antitrust analysis
I'"ve read concerning health care markets.

Thi s node of analysis can ignore efficiency gains
because it nakes no distinction between nedically benefici al
services -- which inprove health outcones and, hence, are
out put enhancing -- and mnedically questionabl e services
whi ch represent inefficiencies and have a neutral or, nore
often, negative effect on outcones.

As an exanple of how this distinction applies in
the real world, I would like to call your attention to a
study published | ast Cctober in the New Engl and Journal of
Medi ci ne | ooki ng at hospital readm ssion rates in Boston and
New Haven, two cities with simlar denographics but which
differ significantly in the nunber of resident-occupied
hospi tal beds per capita.

The researchers | ooked at matched cohorts of
Medi care patients initially admtted for one of five
potentially life-threatening conditions and then conpared
how often the patients were readmtted in the follow ng 35
nont hs.

Patients in Boston were 1.64 tines as likely to be
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readmtted to the hospital as were patients in New Haven,
roughly proportional to the added per capita availability of
beds.

Yet nortality rates across the two cities and
across particular hospitals did not vary systematically with
readm ssion rates. |If outcones in Boston were no better
than in New Haven, despite 64 percent nore readni ssions, can
t hese readnissions really be classified as enhanced out put ?
In our view, they are better characterized as exanpl es of
inefficiencies in the system

Qur experience as a payer causes us to believe
that the health care system can achieve greater efficiencies
whi | e sinul taneously enhancing the provision of nedically
beneficial services.

One of the clearest exanples to us is the
remar kabl e success that communi ty-based heal th care pl anning
has achi eved in Rochester, New York.

There are nany features of the systemin Rochester
whi ch are anal yzed and di scussed in the 1993 Gener al
Accounting O fice report. W feel the nost inportant relate
to community involvenment in overall capacity planning and
the rationalization of the provision of specialized
hospi t al - based nedi cal services.

Qur experience in Rochester has been highly

satisfactory for both GV and for those who obtain their
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health care coverage through us. Qur health care costs in
Rochester are substantially |ower than they are in any of
our top nine GMcities.

For exanple, on an age-adjusted basis, our cost
per menber |ast year for one of our highest cost
communities, which is Anderson, I|ndiana, was 50 percent
hi gher than in Rochester.

| f we could achieve the type of cost savings
achieved in Rochester in all our mgjor enploynent areas,
that is the nine top cities, GV alone could reduce its
annual health care bill by alnost $500 million.

Such cost savi ngs need not cone at the cost of
| ower quality care. |In fact, they should not cone at the
cost of lower quality care. By one inportant nmeasure we
regularly track, the rate of inpatient conplications per
non- Medi care claim Rochester outperfornms any of our top
ni ne conmunities.

Qur experience is typical for conpani es operating
in Rochester. The GAO report, for exanple, shows that
East man Kodak's health care cost in Rochester averages nore
t han $900 | ess per enployee than el sewhere in the United
St at es.

Wth | ower health care costs cone | ower insurance
prem unms, maki ng health i nsurance nore accessible to

i ndi vidual s and smal | enployers; and Rochester has a far
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| ower rate of uninsured residents than does the rest of the
U. S.

Wth | ower costs and better access, Rochester's
residents express a higher |level of satisfaction with their
health care systemthan U S. residents on average.

We believe that some of the elenents that have
hel ped to reduce costs and inprove access in Rochester can
be replicated el sewhere.

Per haps the | argest gains are possible through
achieving greater efficiencies in the provision of the
costly specialized or tertiary care services.

In Rochester, there is virtually no duplication
across hospitals in the provision of such services where
costly high-tech equi pment or highly specialized human
skills are required, duplicative provision of services at
| ess than efficient scale can result in unnecessarily high
costs. It can also result in poor patient outcones.

Qur experience with heart surgery in some of our
communities, for exanple, shows that progranms operating on
an adequate scale have significantly |ower conplications and
| ower nortality rates than do small marginal prograns.

These consi derations, of course, are already
recogni zed in the FTC Departnment of Justice Policy
Statenents on joint ventures for high technol ogy equi prent

and for specialized procedures.
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More generally, there are potential efficiencies
to be gained from capacity pl anning.

The econom ¢ forces shaping decisions in the
absence of planning are often not subject to nuch market
di scipline. Indeed, the health care market is very
different in our view from other consuner goods and services
mar kets. Health care consuners have little, if any, quality
or cost information readily available to them

Conpetition anong facilities to provide expanded
services often takes place in an environnent in which
generous insurance rei nbursenent policies on capital costs
| argely insulate hospitals from downside risks.

In addition, while for-profit firnms nmay be
reluctant to enter into or remain in unprofitable |ines of
busi ness, non-profit institutions may choose to do so
indefinitely provided that revenues el sewhere in the
institution are sufficient to offset the ongoing | osses.

Wt hout planning, communities often end up with
capacity for some nedical services in excess of reasonable
community needs. |If that capacity goes unused, it
constitutes a clear exanple of inefficiency. If it is used,
but in ways that do not inprove patient outcones, it creates
even greater inefficiencies.

Wil e these inefficiencies are especially acute

when the excess capacity occurs in tertiary care facilities,
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they can also be found in other parts of the health care
system as wel | .

We believe the nost effective path to real health
care systemreformis through consunmers and payers becom ng
nor e know edgeabl e about the quality and cost of services
provided in their conmunities and then using that know edge
to participate actively in re-engineering their |ocal
delivery systens.

GM and our UAW partners have begun a | arge scale
test of this approach by undertaking initiatives to explore
the gains that m ght be achieved from conmunity-based
pl anning in two of our highest cost GM comunities.

W are now in the mdst of gathering necessary
background data for Flint, M chigan, and Anderson, |ndiana.
We have recently been joined in this endeavor by HCFA, the
Heal t h Care Fi nancing Adm ni stration.

The consultants working with us in Flint -- Lou
and VH -- and in Anderson are preparing detailed community
assessments. Their work plan requires themto produce three
separate types of evaluations. The first is a health
assessment. It is designed to provide both a general gauge
for judgi ng whether the health care delivery and public
health systens are nmeeting community needs in a context for
nore in-depth analysis for the delivery systems

ef fecti veness.
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From public sources and GM enrol | nent data, the
consul tants plan to answer these questions pertaining to the
denogr aphi ¢ and overall health profile of the target
conmuni ti es.

Special attention will be paid to the health
status of nothers and children, to the special needs of
vul nerabl e popul ations, and to the preval ence in the
community of high-risk behaviors on the one hand and to the
preval ence of health pronotion and di sease prevention
behavi or on the other.

The health assessnent will conpare the health
status of the target communities for the national and state
norns as well as to Healthy People 2000 Goal s devel oped by a
broad consensus processed under the sponsorship of the
Depart nent of Health and Human Servi ces.

The second stage of the evaluation is the resource
assessment. It serves to identify available resources in
the community and to estinate service capacity |evels,
assess health service needs, and fromthese, identify areas
of resource inbal ance.

The resource assessnent is designed to address the
full continuum of health care services from an exam nation
of public health resources through an exploration of
| ong-term care services. Although, the nost detailed

analysis will be for in-patient services.
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The resource portion of the assessnent will rely
on a wide variety of sources including AVA and AHA
statistics while the community needs portion will be
devel oped using actual utilization data and best practice
benchmar ks based on expert opinions and existing research.

The final stage of the conmmunity assessnent is the
val ue assessnment. Working fromthe base of information
devel oped in the other two stages, the value assessnent is
designed to assess the effectiveness of the delivery system
in achi eving positive health outcones and determne if the
delivery systemis operating in an econonmically efficient
manner .

Wil e the resource assessnment will focus on the
avai lability of services, the value assessnent will focus on
the desirability of those services.

The val ue assessnent will rely on patient |evel
transacti on data and aggregate quality and cost dat a.

Benchmarks will be drawn from existing research,
publ i shed literature, expert opinion, and the best
performance systens and institutions.

It is just this sort of assessnent that we believe
is necessary to evaluate fully the econom c perfornmance of a
community's health care system Its enphasis on how well
t he system hel ps achi eve positive health outcomes rather

than how wel| it provides particular services reflects the
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distinction | attenpted to draw earlier between measuring
out put rather than nmeasuring inputs.

When added services do not contribute to inproving
heal t h out conmes, the assessnent will|l properly | abel those
services as inefficiencies to be reduced rather than as
out put to be encouraged.

The community assessnent, when conpleted, wll
serve as the basis for a fact book that can be used by
provi ders, insurers, other payers, and community | eaders to
facilitate future discussions on inproving the efficiency of
the health care delivery systemin the target comunities.

We hope to be able to engage all of these parties
in these discussions with the goal of rationalizing the
delivery of services in these communities.

I f we are successful, we expect to cut costs,

i mprove outcones, and enhance access by elimnating
i nefficiency.

We believe that allow ng such discussions to take
pl ace anong providers, consunmers, and payers is in the
public interest and that they should not be the subject of
antitrust enforcenent action.

How can judi ci ous antitrust enforcenent aid
experiments with community-based planni ng?

Let ne first enphasize that we do not believe that

bl anket exenptions for horizontal conbinations in the
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provi sion of health care services are warranted or
necessary.

However, in light of the difficulties that
conventional analysis has in neasuring output and in
capturing all the efficiencies that m ght be achi evable from
comuni ty-based planning, we think that the antitrust
authorities would be wise to allow sonme experinmentation in
this area.

Provided that all the relevant stake holders --
that is providers, payers, and representatives of the
consunmi ng public -- take an active part in the discussions,
we believe that the usual narket power concerns about
hori zontal agreenents anong providers or payers alone are
not rel evant.

The antitrust authorities have apparently all owed
comuni ty- based planning to evolve naturally in Rochester,
New York. And we believe that other communities ought to
have the freedomto adopt simlar arrangenments if they prove
mutual |y satisfactory to all the rel evant stake hol ders.

| f even a fraction of the cost savings and
i mproved access that have taken place in Rochester can be
replicated el sewhere, then permtting such experinmentation
will prove extrenely beneficial.

Should it prove difficult to replicate the success

of the Rochester system then the risks of permtting
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experinments are smal |

Si nce communi ty-based pl anni ng does not require
wi despread nergers and consol i dations and since the system
depends on the cooperation of all stake holders, failed
experiments will undoubtedly expire naturally.

The test such arrangenents ultimately will have to
satisfy to win antitrust approval needs to be established
under the rule of reason. One inportant consideration
shoul d be whether the agreenent represents input fromall of
the rel evant stake holders. Another will be to verify that
t he plan contains credi ble neasures to inprove the
efficiency of the health care system

The sorts of questions that m ght be asked
i ncl ude:

Does the plan contain neasures that mght inprove
the delivery of services currently provided?

Does the plan expand the output of nedically
useful services previously under-supplied to the community
by inmproving overall access or neeting specific unaddressed
comunity needs?

And is there reasonabl e expectation that the plan
wi | | enhance out comes?

I n conclusion, while the antitrust |aws have, to
date, been an overwhel m ngly positive force in opening the

U.S. health care systemto new and nore efficient ways of
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doi ng business, there is a danger that too rigid an
interpretation of these laws could stifle valuable further
experi nments.

The antitrust |aws should not serve as a barrier
to achieving greater efficiency in the provision of health
care. W think that antitrust analysis that properly takes
a broad view of the efficiencies that m ght be achi eved
t hrough conmuni ty-based pl anning can aid the continuous
evolution of the U S. health care systemfor a nore
ef ficient provision of needed services.

That concl udes ny prepared remarks. |f you have
any questions, I'Il try to answer them

CHAI RVAN PI TOFSKY:  Well, thank you. That's a
remar kabl e view of these issues fromwhat, | guess, nust be
America' s | eading purchasers of health care service, if not
t he | eadi ng purchaser.

MR CUBBIN. Well, $5.4 billion, | think, probably
outstrips nost others.

CHAI RVAN PI TOFSKY: It's a big chunk.

Let ne foll ow up on your proposal about comrunity
i nvol venent, community assessnent.

You did go out of your way to say that, on
bal ance, antitrust has been a useful force in keeping the
opportunities for new forns of health service and cost

contai nnent in play.
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Have you seen any situation -- | wouldn't think
that antitrust would be concerned about comunity
i nvol venent designed to achi eve efficiencies.

Have you seen situations where, either because --
wher e peopl e backed away fromthe kind of community
i nvol venent that you're suggesting, either because they
t hought the aw wouldn't permt it or they thought the |aw
was so unclear that it was dangerous to engage in it?

MR. CUBBIN. W have situations where that conduct
has occurred, at |east the providers have indicated that
t hey were concerned about antitrust issues or confused.

It may be just an excuse to avoid the discussions

that are necessary; and we are trying to do everything we
can to encourage discussions that will be productive,
i ncludi ng, you know, offering to have antitrust |awers that
have heal th care backgrounds avail able at those di scussions,
inviting governnment to be involved. As | nentioned, we got
the Health Care Financing Authority and HHS.

We woul d wel cone the FTC invol venment in our
comunity assessnent plans.

CHAI RMAN PI TOFSKY:  Commi ssi oner ?

COW SSI ONER STEI GER: May | ask, and you nay not
know, woul d the Joint Policy enforcenent statenents, which
Justice and this agency have issued together, there has been

an offer for advisories by either of the agencies within 90
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days on questions that may involve the policy statenents,
area of concern and within 120 days on any health-rel ated
guestion that the community m ght have as they nove forward
in this rapidly changing worl d?

Do you know any instances where concern about
antitrust has been expressed whether they have sought
advi sory opinions fromeither of the agencies?

| " m anxi ous to know whether this is being fully
used.

MR CUBBIN. Right. 1 don't think so. The two
situations I'mthinking of, I don't think there was an
advi sory sought.

| think there's -- again, it depends on whether or
not the concern is real or inmagined or is just being used as
an excuse.

| " ve heard expressed concern that even though the
advisory is available that there's a potential for naybe too
rigid an application; and, in fact, mybe we don't want to
ask the question because we don't |ike the answer.

COW SSI ONER STAREK: If | heard you correctly, |
think you said that in the community-based systens that you
wer e descri bing, using Rochester as an exanple, that
enforcers should not be concerned about narket power, that
the traditional concerns about market power in these

situations are not rel evant.
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| wonder if you could -- first, if | heard you
correctly? And, secondly, if | did or didn't, would you
tell me what you think about that?

MR CUBBIN. Well, I think that was a little
broader than nmy statenent. | think in comunity-based
pl anni ng when all the stake hol ders are invol ved --

i ncludi ng representatives of consuners, |ocal governnment, et
cetera -- then concerns about market power may not be
rel evant.

But | wouldn't say, in a broad context, we'd never
worry about concentration or market power.

COW SSI ONER STAREK: Wiy is that the case, then?

| mean, | don't understand how the fact that
conmmunities are involved in it, then the market shouldn't be
somet hing to be concerned about.

MR CUBBIN. If, in fact, the community plan is
based on the best interest of all of the stake holders, if
it's consensus process that results in efficiencies and
quality inmprovenents for the consuners, then I'mnot really
too worried about one stake hol der getting advantage. And
that's what you're tal ki ng about wi th market power.

| don't think that the providers would have that
much power in those kinds of circunstances, especially with
bi g payers involved |i ke General Mdtors and Kodak and

others. W can always, | think, go outside the system and
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bring in new players if the existing players aren't playing
t he gane.

CHAI RVAN PI TOFSKY: | think that woul d be true
when you have sophi sticated conpanies |ike your own --

MR CUBBIN. Ch, | agree --

CHAI RVAN PI TOFSKY: -- who are in the process, but
let me press you a little bit.

Suppose you have conpl ete comunity invol venment in
a comunity in which there's a wide distribution of
m d- si zed busi nesses and suppose the proposal is that there
are three hospitals in -- four hospitals in town and the
group decides that we're better off with two, four to two.

Are you saying that antitrust authorities |ooking
at that hospital nmerger should defer to the community's
joint decision that two hospitals are better than four and
not apply the antitrust |aws?

MR. CUBBIN:. Not necessarily. | think you ve got
to ook at the facts; you' ve got to | ook at the expectations
for efficiencies. Are they real or imagined? The depth of
anal ysi s.

| don't think that that kind of conmunity-based
reform necessarily, is perfect in every comunity. | think
what we've got to do here is allow for the opportunity of
experimentation, some flexibility, and al ways be focusing on

t he consumers and whet her or not the consuners' interest
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really are being served by the activity.

CHAI RVAN PI TOFSKY:  And per haps give sonme wei ght
to what the community tells us --

MR CUBBIN. Right.

CHAI RVAN PI TOFSKY: -- who are close to the
situation about what they think of efficiencies on the one
hand and anti-conpetitive effects on the other.

MR. CUBBIN. Exactly.

CHAl RMAN PI TOFSKY:  Susan?

Debr a?

Wel |, thank you very nuch.

MR CUBBIN  You' re wel cone.

As | nmentioned, | will have copies of ny statenent
avai lable. W didn't have it yet this norning, but ['1l]I
submt that.

CHAI RVAN PI TOFSKY:  Good.

Qur second participant this norning is R chard
Scott, President and Chief Executive Oficer of Col unbial/ HCA
Heal t hcare Corporation, which | believe is now the |argest
hospital corporation in the United States.

M. Scott forned Colunbia in 1987, in Fort Wrth,
Texas. Before founding that organi zation, he specialized in
health care nmergers and acquisitions in his Texas |aw
practice.

M. Scott is a nenber of the Healthcare Leadership
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Counci |, the Business Roundtable, and the Business Council,
and serves as a Director of Banc One Corporation. He was
recently recognized as a Silver Award wi nner for CEO of the

year by Financial Wrld Magazine and cited as one of the top

25 performers in 1995 in U.S. News & Wrld Report.

M. Scott, it's a great pleasure to welcone you to
t hese proceedi ngs.

MR. SCOTT: Well, thanks for the invitation.

First, | apologize for being late. | thought it
started at 10:00, and we had great weather comng in from
National. | especially |ike not being able to see and then
the last turn so we don't go over the Wite House. W don't
do that in many other cities.

Chai rman Pit of sky, Comm ssioners, thank you for
the opportunity to participate in these inportant hearings.
It is ny hope that the actions resulting fromthese
deliberations will ultimtely contribute to the health and
wel | being of our nation's citizens who turn to those
providing health care in often their greatest tines of need.

Provi ding the best possible care to our patients
is what drives Colunbia; and al though these hearings deal
wi th conplex and often esoteric econom c theory, in the
final analysis it is the inpact on our ability to provide
care to patients which formnmul ates our perspective on these

i ssues.
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The issues at hand are, one, how conpetition
really works in today's health care industry; two, when
government intervention should be used to protect that
conpetition; and, three, what inpact governnment intervention
has on the health care industry's ability to continue to
provi de excellent patient care at affordable prices.

The past decade has seen dramati c changes w th our
nation's health care delivery system The fact is that
t hese changes have been driven by the conpetitive forces at
work in the marketplace. Conpetition has never been
greater. Large enployers and ot her purchasers of health
care are contracting for health care services on a | arge
scale, in sone markets being able to relocate 50 percent or
nore of a hospital's patients to another provider in |ess
t han one week.

According to a Peat Marwick study cited in the
Cct ober 25, 1995, edition of the Washi ngton Post, the

per cent age of workers in managed care has risen from 29
percent in 1988 to 70 percent in 1995 wth a dramatic
reduction in the rate of increase in enployers' spending on
heal th care.

The nation's |argest purchaser of health care, the
federal governnent, is proposing massive reductions in
Medi care and Medicaid. It is inevitable that, as part of

t hese reducti ons, npst Medi care/ Medi caid beneficiaries wll
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participate in a managed care program

As a result of proposed Medicare and Medi caid
changes, there will be increased cost pressure on a
rei nbursenent systemin which hospitals are already |osing
noney on many procedures.

For exanple, there are heart and circul atory
di sorders for which hospitals |ose al nbst $1400 per case.
On the state level, Medicaid rates are being reduced
dramatically. In West Virginia, some non-energency visits
by Medi caid beneficiaries to hospital emergency roons are
being rei nbursed at the rate of $8 per visit. Qher states
are proposing substantial reductions.

Combi ne these significant reductions in health
care costs with the highly capital -intensive nature of the
busi ness and you have an industry that is under intense
pressure to increase efficiency and control costs while
mai nt ai ni ng the hi ghest quality.

These pressures are creating the need for rapid
consolidation of the industry and the formation of
i nnovati ve partnershi ps and alliances.

Today, nore than 35 percent of the nation's
hospital beds are enpty. O the nore than 910, 000 hospital
beds in the U S., nearly 330,000 are enpty. Cccupancy rates
on average are at their | owest rates in decades.

In a nunber of states, 40 percent or nore of the

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

1554

hospital beds are enpty. The cost and overhead of
mai ntai ning this overcapacity are high and add to the health
care cost to consuners.

A typical consolidation of two facilities can save
4 to $5 mllion dollars annually. Cost effectiveness is not
the only benefit derived from appropriate consol i dations.
El i mi nati ng redundant services results in an increase in the
nunber of tinmes a specified nmedical procedure or service is
performed at a facility. This inproves quality as the best
practices are devel oped due to the increased perfornmance of
t he procedure of service.

O the approxi mate 5300 hospitals in the United
St at es, about 4600, or 86 percent, are tax-exenpt
facilities. Tax-exenpt hospitals generally have no
obligation to pay federal, state, or |ocal taxes; nor do
t hey have an obligation to provide care to those who cannot
pay.

Al'l hospitals provide care on an energency basis
to those who cannot pay. The renmining approximately 700
hospital s are tax-paying, generally owned by publicly owned
conpani es, |ike Col unbi a.

O the 5300 hospitals in the United States,
Col unmbi a owns approxi mately 6 percent. Colunbia was founded
in 1987 after a series of nmergers and acqui sitions which

i ncl uded: Basi ¢ Anerican Medical in 1992; Galen Health Care
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in 1993; Hospital Corporation of Anmerica and Medical Care
America 1994; and Health Trust in 1995. W now operate nore
than 330 hospitals, nore than 100 surgery centers and a
nunber of other health care businesses in 36 states and two

foreign countries.

Col unbi a pays nore than $1 billion annually in
t axes, provides $1 billion annually in unconpensated care,
and contributes alnost $2 billion to community foundations.

In many rural areas where Colunbia is the only
hospi tal provider, physicians affiliated with our hospital
and Col unbia provide all of the charity care.

Last week an article appeared in the Wall Street

Journal about the $80 nmillion foundation which was created
in Dickson, Tennessee, a town of |ess than 9,000 people.
The foundation was created when Col unbi a purchased Good Luck
Hospital. Al of the foundation funds will be used for
charitabl e and comunity causes including: parks,
educati onal opportunities, and social needs.

Sim |l ar foundations have been created when we
purchased hospitals in Mam and Wnter Park, Florida;
Al exandria, Louisiana; lahoma Cty, klahoma; Wchita,
Kansas; Denver, Col orado; C eveland and Canton, Chio; and
Col unbi a, Sout h Caroli na.

Clinics for the poor, elderly, day-care centers,

t eachi ng prograns, research grants for new nedi cal devices

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

1556
and drugs, mammography centers for the poor are just a few
of the uses of these foundation funds.

Col unbi a was founded with a strong commtnent to
the values of free markets in a conpetitive process. The
conpany was formed with the belief that we could provide a
full range of health care services. |If we could provide a
full range of health care services over a broad geographic
area as needed by enpl oyers, insurance conpani es, and
i ndi vi dual s and provi de better outconmes and hi gher patient
satisfaction, then we would be able to attract patients to
our facilities.

We recogni ze that the ability to create
conprehensi ve integrated networks of health care providers
woul d be the key to offering high quality care in the nobst
cost-effective way.

The vision of Colunbia is to work with its
enpl oyees and physicians to build a conpany that is focused
on the well being of people, that is patient oriented, that
of fers the nost advanced technol ogy and informati on systens,
that is financially sound, and that is synonynous with
gquality, cost-effective health care.

Wthin that vision, the foundation of our
phi |l osophy is offering an affordable price, producing a high
| evel of patient satisfaction, and having the best outcones

in the country.
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We have a strong track record of fulfilling this
vision. Ongoing Gallop Polls conducted at our facilities
indicate that 95 percent of the patients we serve were
either satisfied or very satisfied wwth the care and the
service they receive at Colunbia facilities.

Each quarter, nore than 40,000 patients are
surveyed by Gallop concerning issues such as overall nursing
care, concerns shown by staff, cleanliness, staff
comuni cation, and a nunber of other issues pertinent to
patient satisfaction.

For nost consuners, the purchase of specific
health care procedures is a one-tinme or first-tine event.
They have little experience in terns of nmaking intelligent
choi ces concerni ng which provider offers the best services.

Colunmbia is leading the industry in the
devel opnent of outcone neasurenents whereby consuners can
rate and conpare the results of specific procedures anong
hospi tal s.

Col unbi a uses i ndustry-accepted outcome neasures
to assist the facilities in nonitoring and inproving the
gquality and effectiveness of care.

These neasures address quality froma nultiple of
per spectives, including clinical, financial, custoner
satisfaction, and patient health status and well being.

Col unmbi a conpares its results to nationa
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benchmar ks and peer facilities in an effort to pronote and
transfer best practices throughout the country.

To date, Colunbia's Mam Heart Institute has the
| onest nortality for open heart surgery in the entire
nati on.

And seven of Colunbia's Florida hospitals were
included in the list of the top 10 hospitals with the | owest
nortality rates in open heart surgery.

Wthin the context of all of our efforts, let me
say that Col unbia holds a deep-seated belief in and respect
for the intent of antitrust |aws.

Col unbi a does not want to deal with nonopolies or
cartels in connection with any of its supply purchases or
purchasers of health care services.

We recogni ze the inportance of well-reasoned
antitrust enforcenment in protecting conpetition and
CONSUNers.

As we are all aware, Colunmbia is no stranger to
this Comm ssion. 1In the past two years, we believe we have
filed nore Hart-Scott-Rodi no pre-nerger notifications than
any ot her single conpany.

The FTC has thoroughly scrutinized Col unbi a,
requiring us to supply nore than 2,000 boxes of docunents in
the last two years -- incurring the tine and expense of

numer ous attorneys and econom sts -- in order to justify our
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conpetitive activities. W have been forced to divest 10
hospital s and one surgery center and undo one joint venture.

I n other cases, your actions have inhibited others
fromentering into negotiations with us that woul d have
benefitted the delivery of health care in certain markets.

Significant FTC resources and staffing | evels have
been allocated to scrutinized Colunbia and the health care
i ndustry.

It will cone as no surprise that from our
perspective, FTC efforts related to Col unbia have, in
certain cases, resulted in actions that have entrenched the
dom nant provider and prevented the increase of conpetition.

The mandat ed di vestitures and undoi ng of joint
ventures have not only failed to inprove conpetition in the
health care industry but have al so, in some narkets,
entrenched and strengthened | arger conpetitors.

The rulings in sone cases have caused a reduction
in the quality of care in certain communities by inhibiting
t he devel opment of cost-effective consolidations.

Let ne give you sone exanpl es.

In the Augusta, Georgia, area there are eight
hospitals. The 662-bed University Hospital is by far the
nost dominant in the market. Because of its size and
resources, the tax-exenpt University Center has built a

network of out-patient centers, rural health centers, and
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anbul atory surgery centers, which has enabled it to capture
close to 50 percent of the patients in the Augusta narket.

Because University Hospital offers a full range of
services, including heart, and because many of its
conpetitors are not allowed to add services such as heart
services due to state certificate of need | aws, University
can and does refuse to contract with certain insurance
conpani es and nakes excl usion of other providers a condition
when it elects to contract with an insurance comnpany.

Col unbi a oper at es Augusta Regi onal Medical Center,
whi ch, because of Ceorgia' s certificate of need | aws, cannot
of fer certain services such as heart services, angioplasty,
and lithotripsy.

Ai ken Regi onal Medical Center was part of Hospital
Corporation of Anerica, a conpany we acquired in February
1994. Aiken Medical Center is in South Carolina across the
Savannah Ri ver and approximately 35 mles from Augusta
Regi onal .

It was our intent that through the conbined
resources of the two facilities and the belief that A ken
woul d be allowed to add heart services, we would begin a
heart program Qur ability to offer these prograns woul d
have increased the conpetition in the Augusta area for these
services and | owered the cost of health care to the
comunity.
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We believed that Augusta Regional and A ken
Regi onal conbi ned woul d have provided an opportunity to
conpet e agai nst University Hospital. Yet the FTC refused to
|l et the transaction transpire.

The result is that the dom nant player in the
mar ket, University Center Medical Center, renains secure in
its position without the need to renegotiate prices. Thus,
prices for heart services, incidentally, are al nost three
ti mes higher than in nearby Atl anta.

Not one doctor on Augusta Regional's nedical staff
was on Ai ken's nedical staff, and not one doctor on Aiken's
staff was on Augusta’'s.

The FTC s actions in Augusta have clearly
entrenched University Hospital in this area.

Next, in Anchorage, Al aska, Al aska Surgery Center
was part of our acquisition of Medical Anmerica. Qur intent
to utilize the facility to conpl ement our operations at
Al aska Regi onal Hospital was denied by the FTC on the basis
that once the acquisition was conplete we woul d have had 12
of the 27 surgery suites located in the City of Anchorage.

The purpose of the acquisition was to increase
conpetition with Providence, the nmarket's dom nant player
with 65 percent market share.

Part of that conpetition would have been | ower

prices. Part of that conpetition would have been to offer

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

1562

options to insurance conpanies |ike Aetna and Bl ue Cross
t hat now have contracts with Provi dence on a basis that
Provi dence has all of the services.

The FTC ruling in Anchorage ensures that
Provi dence Hospital will continue its dom nance, thus
hi nderi ng conpetition. Providence has 15 operating roons
conmbi ned. Anchorage Regi onal and Al aska Surgery Center
woul d have had only 12.

As in Augusta, the ruling has produced the very
effect it was intended to prevent: entrenching a dom nant
pl ayer within the nmarketpl ace.

In our efforts to sell the Surgery Center, we
negoti ated a provision with a potential buyer of the Surgery
Center preventing the buyer from in the future, selling the

Surgery Center to Providence, the dom nant hospital in the

mar ket .

The FTC woul d not allow us to include that
provision in the sale. Once sold -- and we were having a
very difficult tinme selling the Surgery Center -- the
Surgery Center will be allowed, then, to teamup with

Provi dence, again entrenching the dom nant player in the
mar ket .

Anot her exanpl e of FTC intervention which produced
negative inmpact on a comunity is in the Ol ando area.

As a result of Colunbia's nerger with Galen and --
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first off, there's the maps in the back of the presentation.

As a result of Colunbia s nerger with Galen, we
woul d have owned two hospitals in Kissinmee, Florida, next
to Disney Wrld, and clearly part of the Ol ando narket.
Practically every physician on the nedical staffs of the
Ki ssi mmree hospitals was on the nedical staff of the Ol ando
hospi tal s.

We woul d have been able either to consolidate
servi ces on one of the Kissimee canmpuses or direct specific
services to either canpus, generating a conservatively
esti mat ed savings of $20 nmillion.

In the | ast seven years, we, as a conpany, have
consol i dated 20 hospitals nationwi de with other hospitals in
our markets. In either case, this would have significantly
reduced costs and i nproved care.

The FTC forced us to divest one of those
facilities to Florida Hospital, a tax-exenpt hospital system
that already had six Ol ando hospitals -- and you can see on
the map, it's sort of the purple color -- controlling nore
than 35 percent of the Ol ando market.

As a result of that divestiture, the Kissimee
community is serviced by two half enpty hospitals.
Duplicative services have been added in the nmarket that were
not needed.

A major flaw in the FTC deci si onnmaki ng process was
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its failure to analyze the Ol ando narket as a whol e,
rat her, |ooking at adjacent community as stand al one areas
with a majority of patients in the area directed to nedical
servi ces through managed care contracts.

The market dynam cs are such that patient
popul ati ons across a nmultiple county area nust be | ooked at
as an integrated whole, not separate popul ations served in
separate comunities.

When | ooked at in the reality of managed care, it
beconmes apparent that Col unbia would not have been a
nmonopoly in Kissimee at all

As a result of the Colunbia Health Trust nerger,
there is a simlar scenario in the northern part of Ol ando
where one party in a 50/50 joint venture nust divest.

Ol ando Regi onal Hospital, ORHS, a second hospital
systemin the area, which, without this facility, already
owns four hospitals and al ready controls nearly 35 percent
of the Orlando market now controls this facility.

It's | ocated where the question nmark is. So what
you can see is Florida Hospital covers the entire narket
area. Olando Regional is sort of in the center. But if
we're forced to divest -- which we're being forced to --
then they will again have a presence in the north,

Because ORHS knows there is no other buyer for our

50 percent ownership interest in the joint venture and we
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are forced to insure one party to divest, they have offered
to purchase our 50 percent interest for $12 mllion dollars,
even t hough they have turned down our offer to purchase
their 50 percent interest for $30 nillion dollars.

Conbi ned, Florida Hospital and ORHS, that operate
hospitals, who were forced to -- or are being forced to
di vest -- now control nore than 70 percent of the Ol ando
mar ket and are seeking alignnment strategies that establish
joint marketing and service opportunities.

One of ORHS's stated goals for 1996 is to, quote:
"Conpl ete agreenment to conplete at | east one shared or joint
venture comunity project with the Florida Hospital system"”
unquot e.

Once again, rather than opening up conpetition,
the FTC decision squashed it. The FTC deci sions have
clearly entrenched the two | argest hospital systens in
O | ando.

This is a nmap of the state of Utah. As you can
see on this map, there's a tax-exenpt group called
Inter-Muntain Health Care. They have 19 hospitals in the
st at e.

W're -- and they're the orange. W're, | guess
the dianond. It looks |ike green. And we're allowed to
keep seven hospitals.

Probably the FTC decision |I understand the | east
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is the decision to cause the divestiture of three U ah
hospitals after the nerger of Colunbia with Health Trust.

Currently, the fornmer Health Trust Hospitals are
being held in a separate conpany with which I cannot
communi cate related to strategy and operations.

And that was caused by the Federal Trade
Conmi ssi on' s deci si on.

During this down tinme, Inter-Muntain Health Care,
| HC, the dom nant player in the market, is using this delay
toits full advantage to further entrench its market
position, utilizing nedia blitzes of unparalleled
proportions.

Based on 1994 admi ssion data, Inter-Muntain, a
Ut ah hospital managed care system attracted 54 percent of
i n-patient adm ssions and 57 percent of out-patient visits
st at ew de.

| f Col unmbi a had been able to retain all the
hospitals Health Trust owned, it would have attracted only
26 percent of the in-patient adm ssions and 21 percent of
the out-patient visits statew de.

W are being left with 18 percent of the
i n-patient adm ssions and 21 percent of the out-patient
visits, because the FTC has ordered us to divest three Utah
hospi tal s.

Inter-Mountain will control 45 percent or greater
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of Salt Lake City area adm ssions conpared to 19 percent for
Col unbi a; 85 percent of U ah County adm ssions, conpared to
15 percent for Colunbia; 60 percent of Northern Utah
adm ssions conpared to 30 percent for Col unbia; and 53
percent of statew de rural adm ssions conpared to 18 percent
for Col unbi a.

In a recent newsletter in the market, |HC stated,

guote: "Sure, Inter-Muntain has had a dom nance in the
mar ket pl ace, " unquote, quote: "IHC has cone away with its
reserves.” "So what is the benefit to the patients and to

the community of the Col unbia HCA intrusion? Probably a
little | ower rates.”

And, finally: "I don't think Colunbia appreciates
t he depth of support for its opponent, the political and
financial network of |IHC and the support of the LDS church.
IHC will be standing when all is done,"” unquote.

Once again, the actions of the FTC not only
i nhi bited additional conpetitive forces to be interjected
into the market in question but also further entrenched the
position of the dom nant player in the area.

Nei ther the health care industry nor the
comuni ties served have benefitted fromthese actions. The
perception of the health care industry in each of these
exanples cited is that it was the case that the FTC demanded

a pound of flesh in a large transacti on where, one, the
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di vestiture would not have occurred if the acquisition had
been a single transaction; and, two, the FTC took actions
irrespective of the inpact on the communities and patients
i nvol ved.

These actions have nerely added to Col unbia' s cost
of doi ng busi ness and prevented savings efficiencies that
coul d have benefitted consuners in these areas in these
facilities.

The FTC continues to prescribe that individual
mar ket s nmust have certain nunbers of hospital providers.

The truth is, nost markets can support three delivery
systens at best, with many requiring and only being able to
support two conpetitive systens. In sone narkets, one
hospital is all that a community can support.

It makes no sense, either fromthe standpoint of
ef ficiency, cost, or quality to have conpeting facilities
standi ng across the street fromeach other each 40 percent
full and both incurring the overhead necessary to remain
open, offering redundant services and staffing.

Requiring hospitals to operate in such
environnents can only result in severe pressures on facility
cash flows which are operating in a very capital-intensive
busi ness.

For exanple, at Col unbia, 150 percent of our

annual net income is spent on new equi prent and renovations
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at our existing facility.

As in any business, when there are cash flow
probl ens, there are usually reductions in variable costs and
capi tal expenditures.

In health care when hospitals have significantly
reduced rei nbursenents, are prevented fromreducing costs
t hrough consolidation, there is no other choice than to
elimnate the purchase of new technologies and limt or
el i m nate procedures on which the hospital | oses noney.

Oten these cash flow constraints force staff
| ay-of fs, many times the best paid and the best trained.
These actions have a profound negative inpact on patient
care. Like you, I would not want to take a child, spouse,
famly menber, or friend to a facility which could not offer
the |l atest technol ogy and the best enployees. And yet that
is what people are being forced to do in some cases where
consol i dations are prohibited.

The cost and potential harm of governnent
i nterventions, including the unintended consequences,
suggest that antitrust enforcenent policies nust be based on
sound econom ¢ theory and supported by enpirical evidence.

Mor eover, the application of these policies or
those policies in any particular case should reflect the
true nature of conpetition in that industry.

Antitrust enforcenent officials nust attenpt to
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identify the forces that actually determ ne conpetition in
that industry and take theminto account before and duri ng
any antitrust review.

In our view, the federal Horizontal Merger
Quidelines utilize a nodel of conpetition that does not
correlate to the real world of health care. W asked the
di sti ngui shed econom sts of Econom sts Inc., many of whom
have served on the Federal Trade Conmi ssion and the
Antitrust Division, to review the concentrati on nodel s
enpl oyed by the FTC to hel p us better understand, one, the
reasons for the specific concentration standards
incorporated in the guidelines; and, two, the rel evance of
t hose standards to predicting the effective hospital nergers
on conpetition.

The results of their analysis appear in Appendi x B
of ny witten testinony.

Very briefly, their findings indicate that: One,

t he nodel s on which the guidelines anal ysis have
differentiated products appear to be based not -- appears to
be based not -- do not provide a clear relationship between
concentration and narket perfornance.

Next, there is no evidence of a critical
concentration | evel above which coordi nati on becones |ikely.
In fact, an FTC staff report could not find any relationship

bet ween concentration and price. Yet, the guidelines
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presune that a problem woul d exist.

And, three, the very nature of hospital operations
makes coordi nati on al nost inpossible.

Hospital s conpete al ong hundreds of discrete
services, and their custoners are represented by powerful
bar gai ni ng organi zations. |Illegal coordination under these
conditions is virtually inpossible.

G ven the facts that studies have shown very
little relationship between concentration and conpetition in
t he market pl ace when it conmes to health care and that
consolidation and innovation are absolutely critical
conmponents for controlling health care costs and nai ntai ni ng
guality, we would suggest the foll ow ng:

One, that the FTC nore formally recogni ze the
substantial efficiencies and benefits achi eved through
hospital integration within the current econom c conditions
in the marketpl ace and acknow edge the benefits to consuners
in ternms of cost and quality.

Two, elimnate the use of the concentration
presunption in evaluating hospital nergers and in fact
presune that three or even two hospital systens in a
community will provide effective conpetition.

Three, that the potential for anti-conpetitive
ef fects be exam ned on the basis of the specifics of the

transaction at hand and the conditions that exist in that
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particul ar geographic narket. Exanples that | cited in
Augusta, Anchorage, O'lando, and Utah are good illustrations
of why this is needed.

Four, that the investigative process be reforned
to make the discovery process |ess burdensone in |ight of
know edge gai ned through a long history of hospital nerger
i nvestigations and that the review process for divestitures
be streamnl i ned.

And, five, that the FTC take into account that
preventing consolidation could adversely inpact the quality
of patient care.

In health care, the ability to be innovative and
react quickly to changi ng market conditions will be the keys
to both hospital survival and consuner well being.

Hospital s must be allowed the freedomto innovate,
consolidate, and formcreative partnerships in order to neet
t he dual demands of controlling price and providing high
quality care.

The Comm ssion nmust recogni ze and conmuni cate this
recognition that the factors that drive conpetitive
performance in the health care industry cannot be captured
by the static nodels of conpetition currently enpl oyed.

Havi ng offered these solutions, |et nme enphasize
that they are really suggestions directed to the Conm ssion

itself. Your staffs have been notable in their wllingness
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to work with us to minimze burdens within the limting
paraneters of what they consider your directives.

My suggestions, therefore, should not in any way
be consi dered as an adverse reflection on anyone on your
staffs; but in the spirit of these hearings, | do not want
to note -- | do want to note that sonme further changes need
to be nmade to reduce the cost and burden of antitrust
i nvesti gation.

I n concl usion, we at Colunbia believe that the
enforcenent of federal antitrust |aws, which the Suprene
Court has called the Magna Carta of our econom c |iberties,
is vital. Colunbia supports vigorous enforcenents. W also
appl aud your efforts in these hearings to cone to grips with
the realities of conpetition in varied and highly different
i ndustry and service markets in order to deterni ne which
government intervention is really required to ensure
conpetition.

We have done our best to describe the marketpl ace
in which we work, what conditions should exist to best serve
our patients, sone real world exanples of the effects of
unnecessary intervention, and changes that are needed in the
way governnment intervention is determned in hospital
si tuati ons.

We hope this testinony and acconpanyi hg appendi xes

will add in your endeavors.
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Thank you very nuch
CHAI RVAN PI TOFSKY:  Well, thank you for extrenely
candid and inforned testinony on this question.
It's a little difficult to discuss those cases
that turn on relevant market definition. Wat | hear you

saying is that in Augusta, the Conm ssion drew the narket

too narrowmy, in South Carolina too broadly. 1It's hard to
get at that. So let ne ask -- let's talk about the policy
guesti ons.

You say there's no evidence of a connection
bet ween concentration and price; and you say we shoul d drop
our presunptions based on concentration; and that three
hospitals or two are okay.

Do you nean that for cities |ike New York and
Washi ngton and Chi cago, that three hospitals are enough or
two and that there should be a presunption that mnergers

| eading to that kind of concentration is pernissible?

MR. SCOIT: | think what you should expect in
cities like -- take Mam , Atlanta, Chicago -- | can't talk
about New York; we don't do business there -- Houston,
Dallas, I think what -- all you're going to be able to

support in those markets is a two- or three-hospital system
probably in a bigger city like that, a three-hospital
delivery system 1In sone snaller cities, you'll end up

having a two-hospital delivery system And then in small
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towns, you can't afford to have nore than one hospital

| f you |l ook at the pressures you have in the
i ndustry -- just think about, first off, reinbursenent for a
second. We're close to the industry average. W have 50 --
about 53 percent of our revenues are Medi care and Medi cai d.
42 percent Medicare, | think it is, and 13 percent Medi caid.
Al'l those prices are set by the governnent.

We have about 6 percent bad debt. That doesn't
i ncl ude unconpensated care. W have approxi nately,
depending on the quarter, 12 to 14 percent of our revenues
are sort of -- are charges, what we set the price at. The
rest are negotiations with conpanies |ike General Mtors or
conpanies like United Health Care and things |ike that.

| f you have three or two delivery systens, you
have conpetition and you have the ability to do the things
that we're doing: consolidate hospitals, which we have
done. W have closed 20 hospitals close to our other
hospitals. When you can do that, and instead of running 40
percent occupancy, run 80 percent occupancy, you can
dramatically reduce your costs and inprove your quality.

You can -- which we're doing -- a significant
nunber of managenent consolidation in each of these markets
to reduce the highest paid people and | ayers of managenent,
basically, to reduce cost.

You can't do that if you keep, in a nmarket, 42
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separate hospitals open and operating all separately.

CHAI RVAN PI TOFSKY: | guess, again, I'mreferring
back to the sonme of the illustrations that you nentioned.

The conmon thene is that there is an entrenched
dom nant hospital in a conmunity. And let's assune it's a
community that can't support 10 hospitals or even 6. And
what you're saying is that antitrust makes a mistake in
allowing 2 or 3 of the smaller hospitals to get together and
conbine in order to conpete with the entrenched nonop- --
dom nant conpany, not a nonopolist but a dom nant conpany.

Now, we wouldn't listen to that argunent if we
were tal king about tooth paste or if we were tal ki ng about
oil or steel.

And | do hear one of the things that you're
sayi ng, which is that hospital services are so heterogeneous
that even if there are two firns left, it's unlikely they're
going to get together and work out a decent conspiracy.

Are there other reasons besides hetero- --
incidentally, you know, supermarkets and departnment stores
have a wi de range of heterogeneous products; but we woul dn't
let all the supermarkets in town nerge down to two in a
medi um si zed communi ty.

What is it about health care that you think should
make the difference?

MR SCOIT: Well, I think -- well, | nmean --
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unfortunately, 1'll talk about exanples. But let's take
Ut ah as an exanpl e.

You know, you sit there, sonebody has over 50
percent market share. Okay? And you can use your best
efforts all you want to try to say, golly 1'd like to have
even three conpetitors statewide. You' re not going to get
it. It will cost probably $500 to $700 million in new
capital in an industry that doesn't need a | ot of new
capital or a lot of new buildings. That's what it would
take to have each new player to have a statew de delivery
systemto conpete agai nst |nter-NMuntain.

You know, you can't solve all of the problens.

You go to places that have certificate of need | aws. |
nmean, take Georgia, | nean, right or wong, whether we
shoul d or shouldn't have certificate of need | aws, there's
sonmebody entrenched that has all the services. |f you want
conpetition, you should support a second player that gets
the position that they really can conpete.

But what -- your actions are preventing that from
happeni ng. You don't -- you've prevented a second pl ayer.
| nean, we're -- you take Utah, we're a weak player, nuch
weaker now. | nean, we have -- they have four hospitals in
Salt Lake CGty. W were allowed to keep one. | nean, we're
-- | nmean, we can't go to people like United and get the

contracts. They have to deal with Inter-NMuntain.
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So, | nmean that's -- | nean you -- | nean -- |
think if you can -- in a big enough narket and there's
enough rei nbursenent that you can have three players, |
think that's great.

But if the markets -- you know, sonebody already
has 50, 75 percent, | nean, you're not going to be -- you
can't force it to happen. And that's what you're trying to
do in mmy opinion

CHAI RVAN PI TOFSKY: Okay. So it's better to have
two powerful players because a third player is unlikely to
enter the market because --

MR. SCOIT: Right.

CHAI RVAN PI TOFSKY: -- of certificate of need?

MR. SCOIT: If I was not in Uah today, it would

make no sense to go, you know, spend -- | guess it would
cost, for a statewide -- it would cost nme, you know,
sonmewhere between $500 nmillion and a billion dollars to go
into that state of two mllion people. You know, | mnean,

nobody woul d do that.

CHAI RVAN PI TOFSKY: One last question. | don't
nmean to dom nate this. But all of the people in Arerica --
this question has bothered nme for a long tine, and you're
probably in a better position to answer this than anyone
else | could possibly talk to.

Most of your acquisitions are really what we call
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congl omerate acquisitions. You're not buying two hospitals
in Salt Lake City. You're comng into newterritories where
you weren't conpeting previously.

And |'ve been curious. Wat -- and you' ve done
extrenely well and the market appreciates what you've
acconplished. What are the efficiencies that you achi eve by
havi ng 300-sonme odd hospitals, including many in which you
are the only hospital in town?

How do you get those efficiencies?

MR SCOTT: Well, let me talk about -- we have
sone efficiencies fromsize, and then we have efficiencies
by having a lot of facilities in a saturated marketpl ace
havi ng good geogr aphi c cover age.

So let me talk about -- let's take, a -- first, a
market. In that market, | can -- if | have two hospitals
that's across the street fromeach over that are, you know,
each runni ng 40 percent occupancy, | can either direct
servi ces between the two, but hopefully |I can consolidate
theminto one.

Let ne give you exanpl es.

Just to open up the doors, okay? of a 300-bed
hospital, it's a mllion to $2 mllion dollars just in
utility costs. Just to keep it going every year, it's
500,000 to $2 mllion in capital costs, just for new

equi pnent and technology. Al right? And that's sonething
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that m ght only be used three hours a day. And if | can
only attract, you know, get 40 percent occupancy, | nean,
it's just not very well used.

So, one, | can have one energency room one
radi ol ogy, one lab, if | just put two together. Al right?
And that's -- | mean, one we did in Mam where we nerged

Victoria which operated about 116 patients a day with Cedars

whi ch operated about 260. | think our first year we
elimnated at least $12 million of daily operating costs.
Next, we can take, where we have -- take M am,

Fort Lauderdal e, Pal m Beach, we have 16 in-patient
facilities down there and a variety of surgery centers. W
can take and run a reference lab in one facility. W have a
big reference lab in Cedars Medical Center. And we do that
for the entire marketplace which hel ps us reduce our |ab
costs.

W can -- we've done -- just in 1995 we've taken
and said we'll take one person and they'l|l be responsible
for two or three hospitals. And that's the highest paid
person there, the CEO of the hospital.

| mean, the reason | went on Banc One's board is
t he banking industry is basically doing the sanme thing; and
I wanted to understand what they were doing.

We can share departnent heads. You take a

hospital's -- and, again, the highest cost is the managenent
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positions; and so when we can share departnent heads anong a
variety of hospitals, we can dramatically reduce the costs.

Next, you |l ook at the marketing. Wen you have,
you know, 16 facilities -- you know, I think Mam to Palm
Beach woul d probably be 3-1/2 to 4 mllion people, ny
mar keti ng costs can be a lot |ess expensive if | market as a
gr oup.

| can afford to enploy a | ot of people that our
i ndi vi dual hospital couldn't afford, such as we have a | ady,
Carolyn Lipp, that all she does is focus on outcones just
for that market. | couldn't afford sonebody |ike that at
any one facility, and so | would have to go hire consultants
to do that. And they have to be there to have the biggest
-- they have to be in that narketplace to have the biggest
i mpact .

Now, sone of the big -- probably the -- so -- and
those things add up. You know, 4 to $5 mllion is what |
said in the presentation. |It's nore than that. By putting
things together, that's a conservative nunber.

Now, what can | do nationally?

| buy $2.4 billion a year in nedical supplies. By
commtting nore volunme to conpanies |ike Marriott, where we
purchase all of our food, by conmtting to do business with
DuPont, Johnson & Johnson, Baxter, |'ve -- and when we've

conpared our supply costs as conpared to our conpetition
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whi ch are bigger buying groups -- they are the tax-exenpt
buyi ng groups -- we save 15 to 35 percent. That's, for you
as a buyer of health care, 3 to 4 percent of what you're
charged, because the supply costs depend on the tertiary

services of the hospital's 12 to 20 percent.

| put in an information systemthat -- the cost
for me to put in that system-- and it's the best
information systemin the country. |It's got a real-tine

medi cal record; so if you' re a physician and you're sitting
at your house or at your office, as soon as the lab results
are done, you're flagged; your conputer beeps; or,
eventually we're doing it with the pagers; and you get the
i nformati on.

We can put that in for one-third of what it costs
a stand-alone facility to put it in. Plus, for you as a
patient, when you end up in an emergency room would you
rat her that your nedical record be there or be sitting at
sonme ot her hospital or sone physician's office?

In our system vyour medical record is on-line at
our facility at any one of our energency roons, any one of
our urgent care centers; your nedical record is inmediately
avai l able as you walk in. So it dramatically reduces the
cost .

Then you have all the -- you know, the issues that

we have in our industry, you know, just the cost of tax,
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rei nbursenent, legal, all those things we can share costs.
And -- but those -- the big dollars are -- is probably the
i nformati on systens and the supplies and then individual
mar ket consol i dati ng managenent teans and directing service.

| nmean, I'Il tell you, the dollars are
unbel i evabl e, the size. Just by -- just -- because,
historically, this industry had nobody of size and they made
no commtnents to vendors and so you got no di scounts.

W went and we got all of our orthopedi c surgeons
together, or a big group of them and we said: Wat are the
two top orthopedic conpanies for hip inplants? And we said:
W will try, okay, to commt nore volunme to them You tel
us who the best two are, because we believe that we can
commt nore volune to themwe will get a better price.

Most hospitals | ose noney on hip replacenents --
Medi care hip replacenents. There had been no di scounts,
basically, in the industry. W got 45 percent reduction.
Now, we still have to talk everybody into using it because
you can't dictate these things. But it's -- soit's a |ot
of work. But | nean by committing volume, you really can

get significant reductions; and you can pick the best

products.
CHAI RVAN PI TOFSKY:  Thank you.
COW SSI ONER STEI GER: Very brief question,
M. Scott. |n your extensive nmanagenent experience, have
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you found that sone over-capacity in hospital beds is
necessary to handl e peak usage?

And, if so, is this only a regional phenonenon due
to, say, population fluctuation?

MR. SCOIT: |If you |l ook at the nunbers -- if you
go to places like Fort Meyers and Fort Lauderdal e, you can
have a doubling in the nunber of patients between sumer and
wi nter. Ckay?

Now, that's the -- that would be nore true the
nore tertiary your services. So we have |large -- where we
have | arge open heart progranms in Florida, we could double
our services.

A lot of that is because we have a significant
nunber of Canadi ans who cone to the United States for open
heart services.

If you |l ook at the rest -- you know, where you
don't have a significant nunber of snow birds, the
di fference woul d probably be in the 10 to 20 percent range
bet ween wi nter and sumer. That is slowy going away as
| ength of stays are conming down so dramatically and as
patients are | eaving the hospital faster and going into hone
health faster. But that would probably be a history, you
know, it would be 10 to 20 percent for a nornal narket.

CHAl RVAN PI TOFSKY:  Susan?

MS. DeSANTI: Yeah, M. Scott, | wanted to address
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sonme of the policy questions. As the Chairman says, it's
hard to discuss sone of these issues that you have rai sed.
There, obviously, may be factual disputes. You have one
view of the facts and there are sone --

MR. SCOIT: Mne are always right. They're

| ogi cal .

MS. DeSANTI: -- views.

| have no doubt that you put together everything
in alogical manner. | have full confidence in your ability
to do so.

But what |'m hearing on the issue of conpetition
and three versus two and two is fine to have a fully
conpetitive market, |I'm hearing nore fromyou about
efficiency gains and this is just a fact of life.

Can you tell us sonething nore about other markets
in which you currently operate where there are two
conpetitors, yourself and sonme other, and how does
conpetition operate in those narkets, that would give us

more confi dence?

MR. SCOTT: You know, that's -- | can't think -- |
guess the only place where you would only have -- that | can
think of -- that you only have two conpetitors are in

smal | er towns, where you only have two.
Here's typically -- if you go to a typical |arger
mar ket, the -- you end up having fewer -- you have nore
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conpetitors than this. But here's what happens in the
mar ket pl ace. W go in and we're building up a -- you know,
a delivery system Gkay? And you do that primarily by
buyi ng because it doesn't nake sense to build a | ot of new
hospitals in this country.

What happens is our conpetitors, which nost of
t hem are tax-exenpt conpetitors, they don't have an interest
generally of consolidating their bal ance sheets and their
i ncome statenents. So what they do is they create
al liances; and they say, we are all going to work, you know
this group of 6, 10, 20 hospitals -- probably not that many
-- 6 to 10 hospitals, we're all going to work together and
go work with managed care players as a group. Ckay?

And so what you'll end up having in a | ot of
mar kets, you'll have us; you'll have a tax-exenpt
affiliation; and then you'll have a group of independent
facilities that beconme very dependent upon Medicare and

Medi cai d because that's the only thing that they can

attract.

That' s what happens nore.

W even had an exanple where in -- down in New
Ol eans, where -- | can't remenber the nunber of these, but

it's sonething like 8 or 10 hospitals after we went into
that market, tax-exenpts -- they all agreed that they

woul dn't sell to us for 18 nonths; and they created, you
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know, an environnent that they're going to work together
wi th managed care, you know, to conbat us. Because, you
know, when we go into a nmarketplace, a |lot of tines people
are concerned about our position.
Because no one's ever done it before.

M5. DeSANTI: When you say for 18 nonths they

woul dn' t - -

MR. SCOIT: They signed a docunent. They will not
sell to us -- not negotiate to sell to us for 18 nonths,
because they're all worried that they are going to be -- you

know, they're all worried that they' re going to be the | ast
one out there; and they know that they -- they | ook at the
nunbers in California and the days per thousand in
California, and they look in places |like New Oleans or in
ot her places and they say, you know, if that happens here,
golly, we're in trouble because we don't need, you know,
ei ght tinmes the nunber of beds that they use in California.

And so they know that they're going to have to
consolidate or they're going to slowy, basically, bleed to
death. They're not going to spend any capital. They' re not
goi ng to keep the enpl oyees.

So, | mean, there's a lot of concern right nowin
t he industry about what's going to happen to them

M5. DeSANTI: But at the nonment, you don't really

have a |l ot of markets in which there were one or two?
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MR. SCOIT: | guess Tul ane has a good delivery

systemin New Ol eans; but you have, you know, a |ot of

tax-exenpt. | can't think of -- other than snaller towns,
where you have just -- where you have two.
Probably Orlando is -- Olando i s an unusual

mar ket. You generally don't have two or three, yet -- |
nmean, there's al nost no i ndependence left in that area.
That's still pretty unusual. That's where it's going to go,
but it's unusual.

M5. DeSANTI: Ckay. And can you give nme a rough
sense -- there are a lot of statistics in your testinony --
but I don't think we have the nunber of hospitals that
Col unmbi a has acquired over, say, the past 5 or 10 years.

MR. SCOIT: | could get you the nunbers. You
know, we've done these big nergers. And | think HCA was 96

hospitals; Galen was 71 hospitals; Medical Care was,

think, 96 surgery centers; Basic Anerican, | think, was 8
hospi tal s.

But in this -- you know, we're adding -- we'll add
-- | couldn't give you an exact nunber. But we'll continue

to add hospitals primarily in markets where we're already
| ocated. But we're going -- like |last week, we went into
Cl evel and, Chio; Canton, GChio; and Col unbia, South Carolina,
where we had not been. And we're going into Massachusetts

and Rhode |sland where we had not been.
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We've really not been, historically, in the North,
many tax-paying, investor-owned hospitals, because of the
conpani es that did the nergers which were started at a tine
when all the gromh was in the South; and certificate of
need | aws prevented themfromgetting into the business in
the North primrily.

M5. DeSANTI: | have just one | ast question, which
is, there are a lot of very interesting statistics in your
testinmony. And |I'mwondering if you could provide us with
the citations for that so that we can follow up on this as
wel | ?

MR. SCOIT: All these are basically enpl oyees of
our conpany that got all these nunbers.

| nmean, | can get you the data where they --

M5. DeSANTI: Well, just a few of the key sources
woul d be of interest --

MR. SCOIT: Ckay. | can do that.

M5. DeSANTI: -- because this is very interesting
testinmony, and we would like to see nore of the basis.

MR. SCOIT: Ckay.

COW SSI ONER STEI GER:  And just to nmake sure the
record reflects it, is it accurate to say that of the
substantial nunber of nmergers that you have acconplished in
recent years Conmm ssion action has affected 10 hospital s?

|s that the correct nunber?
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MR. SCOIT: | think it's 10 hospitals.

COW SSI ONER STEI GER:  Thank you.

MR SCOTT: But it's still 10.

M5. VALENTI NE: Just one nore quick question. |
also find the efficiencies -- you've achieved them what
areas they are in, whether it's managenent reduction or
mar keti ng savings -- interesting; and I want to know a
little bit also about where they're going, what you' re doing
with them

At one point you said that your -- that if one is
not able to make cost savings through consolidation,
hospitals will not be able to invest in new technol ogies in
the future

What percentage of your cost savings are going to
i nvestnments in new and i nproved technol ogi es?

MR SCOTT: Well, | nean, | don't think it's a --
you know, what your -- the way -- here's the way -- it
doesn't really operate that way.

W -- well, in -- Medicare and Medi cai d has not
stayed up with inflation since 1983. And we're seeing

significant reductions. W have states |ike Kentucky that

passed provider taxes that's $18 mllion dollars a year.
That's $18 mllion dollars out of our cash flow stream
So, then you have -- you have -- whether it's

conpani es |i ke CGeneral Mdtors or you have insurance

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

1591
conpani es that are demandi ng reduced rei nbur senment
constantly. And they're getting it, because it's a very
conpetitive market pl ace.

And so we're on that side figuring out how we can
streanline the process and try to nove the industry to be
nore val ue driven by providing better outcone information,
patient satisfaction information, things of that sort.

Now, the capital expenditure decisions are: How
can we -- where you have a certain percentage; and each year
it's generally a third to a half of our capital expenditure
is basically renovation of existing physical plants because
they' re old, adding and replacing existing technol ogy
because it's old or it needs to be updated, things of that
sort.

And then you have ot her capital expenditures that
are going for -- it would be a third to a half, depending on
how you | ook at it.

Just | ooking at new services that we can provide
-- because, you know, in this industry there's constantly
new servi ces that are being provided. But -- and, you know,
the dollar -- as an exanple, we're spending $170 mllion a
year on information systens. That's efficiency directed.

But | couldn't tell you a percen- -- you know --
that's not a good answer, | guess; but it's the best | can

do.
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CHAI RVAN PI TOFSKY:  Thank you very much for sone
real ly fascinating testinony.

MR SCOTT: Thanks.

CHAI RVAN PI TOFSKY:  Qur next participant is Phi
Proger, a partner at the law firmof Jones, Day, Reavis &
Pogue, where he has practiced since 1989.

M. Proger is coordinator of the firm s Governnent
Regul ation Group. And in his antitrust practice, he pays
special attention to nergers and acquisitions as well as the
application of antitrust law to the delivery of health care
servi ces.

He is, anong other things, a nenber of the

editorial boards of Managed Care Law Report and Heal t hcare

Systens Strategy Report and publications officer of the ABA

Antitrust Law Section

| nmust say that when | was an academ c, before
came over here, when | had a health care question, | called
Phil Proger; and, therefore, it's a special pleasure to
wel come you to these hearings.

MR. PROGER: Thank you, M. Chairman.

I's this on?

CHAI RVAN PI TOFSKY:  Yeah

MR. PROGER: Can you hear it?

| m here today on behalf of the Alliance for

Managed Conpetition, which is Aetna, ClGNA, The Prudenti al,
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and United Health Care, which, together, purchase health
care coverage for over 60 mllion Americans.

The Alliance for Managed Conpetition believes very
strongly in the continued enforcenent of the antitrust |aws
in the health care industry and believes, as | will testify,
that the antitrust | aws have done a great deal to enable the
current health care systemto devel op

And in answer to the question posed to this panel,
whet her the antitrust |aws inpede businesses, in this case,
the health care industry's abilities or efforts to obtain
efficiencies, the Alliance for Managed Conpetition believes
that, in fact, the antitrust |aws have facilitated the
ability to obtain efficiencies, not inpeded that ability.

When we tal k about efficiencies, we're talking
about not only the reduction of cost but the enhancenent of
guality and then the enhancenent of services.

| nmust confess, | have done prepared testinony
which I will |eave, but you have given ne a difficult
assignment, to follow M. Scott and M. Cubbin. And I think
-- 1'"ve made sonme notes, and I'mgoing to deviate a little
bit and tal k about, | think, some of the issues raised.

It strikes me, at the outset, that there are sone
t hings that everyone can agree on in this debate, as
illustrated by both their testinonies.

And that is, one, there is an enornpus anount of
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efficiencies to be obtained yet in the health care industry.

Prior government intervention in this industry
resulted in the lack of market forces in the industry, which
resulted in, frankly, a very inefficient over-built industry
that, by the begi nning of 1980, which is really when
conpetition began to be seriously injected into the health
care industry, left us in the current situation we have.

And as M. Scott correctly testifies, there's
enor nous excess capacity in, particularly the hospital fixed
cost industry. Mst of you -- you are well aware of the
history with H Il burton and other federal statutes that
encour aged, regardl ess of cost, the building of nei ghborhood
hospitals that would be fully equi pped, opened seven days a
week, 24 hours a day, with energency roons, and a great deal
of redundancy.

We, as a nation, really did not care about the
cost of our health care system W wanted it convenient,
and we wanted it high quality.

Beginning in the '70s, we began to recogni ze that
there were certain costs associated, as a society, to that
type of health care delivery system And seriously
beginning in the '80s, we have used conpetition as hopefully
a way of trying to enhance the delivery of services yet
elimnating sone of the over-capacity.

So | think, at the outset, we can agree that
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there's a great deal of efficiency in the industry. | think
we can al so agree that since 1980 conpetition has nade
significant strides in dealing with those issues.

Frankly, it is the antitrust laws that -- whose
enforcenent way back in 1940's in the District of Colunbia
has permitted the current state of nmanaged care in a variety
of innovative and new forns of conpetition, and | think
opened up the narkets to the remarkable things that M.

Scott has done in putting together Colunmbia HCA and ot her
or gani zati ons.

Si nce 1980, what we have seen is the growth of
managed care, the horizontal consolidation of the hospital
i ndustry, the formation of integrated delivery networks, the
formati on of vertically integrated health care entities.

M. Scott testified, for exanple, about the situation in
Salt Lake GCity.

| would just add to that, just to point out, that
one of things Inter-Muntain Health Care has done is created
an integrated delivery network where the physicians own, as
he points out, half the hospitals in Uah, offer its own
i nsurance product and goes directly to the marketpl ace.
Simlarly, for exanple, Henry Ford in Detroit, Sentura in
Nor f ol k have done the sane thing.

| f anything the transformation of the industry is

accel erating not declining. So what we're seeing is an
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i ndustry that is undergoing rapid transformation in a
relatively short period of tine. |If you |look at sort of the
schenme of industries, 15 years is a relatively short period
of tinme for conpetition to have done what it has done here.
And it's produced enornous efficiencies.

So | think we can all agree that there are
enornmous efficiencies in this industry. | don't think
that's the question. | think the question is, as you
produce these efficiencies, how do you ensure that the
efficiencies are going to be passed on to the consuner? And
I think that's the key issue.

| think we all agree that there are two possible
ways you can do that. One is through conpetition in which
the conpetitive forces force the recipient of the
efficiencies to pass themon to the consuner in the form of
either | ower costs or higher quality or better services.

O we could try a regulatory nodel. 1|, nyself, on
behal f of the AMC, is highly skeptical to the regulatory
nodel. | point out that it was that nodel that did get us
into the situation we're in today.

| f you look at the data as it nowis beginning to
come in -- some of it done by econom sts at the Conmmi ssion
and fornmer econonists at the Conm ssion -- what you di scover
is in markets where we have now begun to see conpetition

over a prolonged period of tine, |ike Southern California,
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it is clearly out-performng regul ated markets |ike my own
native state, Maryland, where the costs initially | ook nore
favorabl e under the Health Service Cost Review Comm ssion of
Mar yl and.

And now as you're seeing the effect of conpetition
in California, you' re see it dramatically out-performthe
regul ated environnment of Maryland. So places |ike
California, Mnnesota, and sone of the nmarkets where
conpetition has now reached a nore mature state are doing
what we woul d expect it to do.

Absent conpetition or regulation, the efficiencies
are not going to be passed on to the consuners.

So | think the real issue is, we have to answer
two questions:

Does conpetition work in health care?

And, secondly, has antitrust enforcenment or even,
as pointed out, the perception of antitrust enforcenent
deterred conduct by providers to principally hospitals and
physi ci ans that was and is, one, |awful and, two, would have
created efficiencies that woul d have been passed on?

| think the answer is:

One, conpetition does work in health care, not
perfectly. As has been pointed out, there are information
fl ow problenms. There are quirks to the industry. But what

we have di scovered over the |ast 15 years is, |ike any other
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industry, in the United States, it is susceptible to
conpetition. | think there are issues in rural markets. |
think there are issues in sone other markets. Cearly,
conpetition raises issues of access and coverage.

Let ne suggest to you that's the wong question to
put to conpetition. | don't think conpetition needs to be
responsi bl e for access and coverage. That's nore a nati onal
policy issue and a financing issue than a conpetition issue.
What conpetition gets to is how we ensure that consuners get
the best quality, the best services, and the | owest prices.

Has antitrust enforcenment deterred pro-conpetitive
col | aborati ve conduct that would produce efficiencies?

Well, certainly the presence of antitrust has been
a deterrent to some people. | think the perceptionis a
real issue. W have all talked about it at length. The
Commi ssi on and the Departnent of Justice, on Septenber 15 of
'93 and Septenber 27 of '94 issued policy statenents to
address this.

As Commi ssi oner Steiger pointed out in her
guestioning, there is an ability to have advi sory opi ni ons.
| haven't | ooked in the | ast few days, but there's well over
30 advisory opinions under this policy which, since 1994, is
fairly a |lot.

But, nevertheless, there are still sonme in the

i ndustry who say they would do things, but they are
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concerned about antitrust. | think that's just inherent in
the situation. | comend the Conm ssion and t he Departnent
of Justice for its constant efforts to issue advisory
opi nions and to give speeches.

| think Mark Horoschak said that at tinmes you get
tired of the whining in the industry because there was no
i ndustry that had received so nmuch attention with such
little gratitude; and | think there may be sone fair conment
there. But | think you' ve got to continue to do that so
t hat peopl e get the nessage.

But when we ultimately | ook at what is going on
here, what we're really seeing is two basic things happening
that are producing efficiencies. One is the elimnation of
t he excess capacity in the hospital industry; and, two, the
formati on of horizontally and vertically integrated
net wor ks.

Now, in each of those situations, the analytical
nodel of the antitrust -- of the policy statenments and of
the Merger Cuidelines applies. On one hand, we weigh the
anti-conpetitive effects of market power and collusion with
the pro-conpetitive effects of efficiencies.

It strikes the Alliance for Managed Conpetition
that there is very little benefit to the society or to the
consumer for enornous efficiencies unless it can be assured

that there isn't market power collusion so that those
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efficiencies are passed on to the consuner.

Conpetition is dynamic. It is constantly
changing; and I think, as M. Scott points out, we have to
be aware of the changes in the conpetitive marketplace to
determ ne whether or not these transactions that produce
these efficiencies still remain or |eave enough conpetition
behind to ensure that the efficiencies are passed on.

In that regard, | think it is inportant that we
recogni ze the the formation of integrated delivery networks
is noving the industry froman atam stic in-patient hospital
conpetition where collusion | think was easier than it is on
a vertically integrated differentiated product that is going
ultimately to the purchaser like the Alliance for Managed
Conpetition or, in sone cases, directly to corporations |ike
General Mbtors.

Al t hough, as the Chairman points out, there are
probably few industrial corporations or other entities --
buyers in the United States that have that degree of
sophi stication to go at it alone. Most of the purchasers
t oday do purchase through Blue Cross or the conmpanies in the
Al liance for Managed Conpetition or other -- the numerous
insurers. The actual financing market, as you're well
aware, is a highly de-concentrated, highly conpetitive
mar ket .

So clearly the role of purchaser renmi ns key here.
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But as you | ook at these issues, and as set forth in one of
the exanples to the policy statenents, you need to | ook at
the role of the purchaser in ensuring that efficiencies are
passed on.

There may be markets, particularly in rural areas,
where, as M. Scott points out, you' re not going to have
nore than two networks conpeting agai nst each ot her.
think the role of the process of the antitrust laws is to
ensure that there's a nmaxi mum anount of conpetition so that
t he maxi mum anmount of efficiencies are passed on.

| think there are things you can look at. |If you
| ook at the exanpl es under the guidelines, particularly
under the policy statenents, particularly in the area of the
physi ci an networks and the nulti-provider networks, there is
a real distinction made for risk sharing for integration,
whi ch, obviously, stens fromthe per se rule itself as

opposed to the rule of reason.

Nevertheless -- and | think in a nunber of
mar ket s, because of culture, because of other reasons -- the
mar kets may not be prepared totally for full integration

and, yet, would be enhanced by the formation of networks

that can act as a single actor but have to deal with the

spill over issue but still could act as a single actor and
yet doesn't have integration.

As the present policy statements are set up, as
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the present situation in the areais, it's very difficult
for physician and hospital groups to get together and form
any ki nd of neaningful conpetitive alternative unless they
were prepared to integrate or take capitation, which isn't
al ways possi bl e.

The other thing that we woul d suggest that the
Commi ssi on m ght consider is under what circunstances woul d
ef ficiencies be considered and what | evel of proof nust be
satisfied by the parties.

You, the Comm ssion, yourself, in different
speeches and docunents have indicated sone thought on this.
And, of course, Section 4 of the Merger Cuidelines deals
fairly extensively with efficiencies, as do the policy
statenents, which follow the Merger Guidelines in this area,
at least in the analytical approach.

Today's efficiencies nust be nmerger specific. And
some even argue that it has to be that particul ar nerger
specific, nmeaning that if there is another |ess
anti-conpetitive nmerger that the parties -- one of the
parties could engage in, the efficiencies will be
di scount ed.

| think that doesn't take into account
realistically sonme of the practical realities of what goes
on in marketplaces and the recognition that sonetinmes it

takes a cataclysmc event |like a nmerger to create the
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necessary culture to allow the efficiencies to occur.

And | grant that it is inportant to make sure that
the efficiencies that are occurring are ones that are real
and ones that will be achieved after the nmerger. But if
there's sufficient conpetition after the transaction, say,
for exanple, a hospital nmerger, then | think we are too
harsh in form ng sort of nmechanical tests of where the |ines
of efficiencies are by discounting all efficiencies that
coul d have been achi eved otherwi se or through a different
transacti on.

Secondly, the |evel of proof, exceedingly
difficult to do in these transactions. Exceedingly
difficult as the guidelines point out, particularly in
non- manufacturing efficiencies, to be able to quantify and
denonstrate them

Further, to M. Scott's point, | have seen sone
transacti ons where, in hindsight, we're | ooking at $20
mllion a year savings, $200 mllion over 10 years, which is
really real.

| don't think the issue is the magnitude of the
efficiencies. | think the issue is whether there's enough
conpetition to ensure that they get passed on.

So, in conclusion, the Alliance for Managed
Conpetition clearly supports the continued enforcenent of

the antitrust laws in the health care industry; believes
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that, by and large, the Commi ssion's policies in this area
and enforcenment have been well thought out and well done;
believes that the antitrust | aws do not inpede business's
efforts to obtain efficiencies.

We respectfully suggest that the paradigmis to
encour age col |l aborations that produce efficiencies but only
to the extent that, afterwards, there is enough conpetition
to ensure that the efficiencies will be passed on.

It's a balancing act, but it's one that's done
every day. |It's the very core of antitrust analysis. And
we think that it can be quite successfully done in the
future as it has been done in the past.

| woul d be happy to answer any questions.

Thank you for the tine.

CHAI RVAN PI TOFSKY:  Thank you. You've probably
had as nuch experience with efficiency clains in hospital
and health care deals as anybody. Hard to do, you say? |
mean, hard to quantify? How hard is it?

We've had sone testinony that it's a shell gane,
that people cone in with these clains, they put together
econonmic reports; but, in fact, they don't knowif they're
going to be efficiencies; and certainly the Conm ssion
doesn't know.

Is that you're sense, that it's so anorphous that

it's an unreliable indeterm nate factor?
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MR. PROGER: M. Chairman, | confess | have been
unper suasi ve, as nost, on this subject.

| don't think it's a shell gane. | think, to sone
extent, the way we're doing it causes it to be that way.

Let me divide this into two different issues.

One: Are there real efficiencies to be achieved
in the formation of these horizontal and vertical networks?

| think, nmy experience is, absolutely, yes.

Two: How do you go about proving thenf

Let's tal k about sone of the practical problens.

One is, in a Section 7 context -- we're tal king about the
future. It hasn't happened, and we've got to predict it.
Two: In many of the conmunities where this is now

occurring, you have situations where what you're really
tal king about is the elimnation of FTE' s, the elimnation
of -- sonetines of an entire facility.

Very fragile thing to talk about in a community

before it's happened, particularly -- to be exceedingly
blunt -- if you don't know that the antitrust
Hart- Scott-Rodi no process will lead to a governnent

chal | enge of the transaction so that when you' re done, you
may have wounded yoursel f and not had the transaction.

In order to really determ ne whether or not you're
going to achieve efficiencies, what you really need to do is

get into the bowels of that organization, sit down with the
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medi cal staff, really understand how they practice, really
under stand how t hey can consol i date.

The real savings are in clinical programs. And ny
experience is, that's a real balancing act. Because, on one
hand, if it's a difficult transaction but there's
significant efficiencies, you have to wei gh how nmuch ri sk
you're going to put your organization to. Because once you
expose it to the nmedical staff, you're going to have sone
physi cians thinking there's winners and | osers; they're
going to shift; you' re going to have people switching for
jobs; and you may not be able to put, frankly, Hunpty-Dunpty
back together again.

So what often people do is hire one of the
prof essional consulting firms, usually a big six accounting
firm to go through with people who are essentially
i ndustrial engineers.

And, depending on the degree that they go, go
t hrough departnent by departnent and | ook at what can be
obt ai ned.

Is it a shell game? | think it often is a
realistic expectation of what you can do at the best case.
Whet her you will achieve it or not is going to depend on a
changi ng market, the willingness of physicians to go al ong
with it, your own willingness often as a non-profit board --

this is usually the case we're tal king about -- to sort of
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survi ve the wenching experience, particularly if it nmeans
cl osing one of your facilities.

But they're there. And | think what conpetition
is doing is forcing people to conme to grips with this issue
and forcing people to deal with it.

Sois it a shell game? | think it can be; but in
nost cases, | think it's real

The shell gane is proving it.

COW SSI ONER STEI GER:  Just one brief question. |
asked M. Scott about excess capacity. You, too, have had
extraordi nary experience, Phil; and we very nuch thank you
for sharing it with us today.

| believe | heard himsay that at the present tine
t he excess capacity needed to handl e peak | oad was between
10 and 20 percent and, indeed, that it would vary regionally
dependi ng upon popul ation shifts. | think his original
figure was that there is now 35 percent over-capacity.

It is possible to take a snapshot and suggest how
much over-capacity is, indeed, required for successful
managenent ?

And is this going to change dramatically, as |
believe M. Scott suggested, with shorter hospital stays?

And | nmay apol ogize in case | am m sstating
anything that M. Scott said.

MR. PROGER: Well, | certainly want to defer to
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M. Scott's expertise. I|I'ma practicing attorney and have
never run a hospital, |let alone a hospital corporation.

| do have the benefit of, not in ny present
capacity today, but actually in ny real |ife of having been
a hospital trustee of a systemfor a nunber of years. And
I"mthe i medi ate past President of the Anmerican Acadeny of
Hospital Attorneys of the Anmerican Hospital Association,
where |, vicariously, have picked up a fair anmount of
information on this.

My understanding is that, essentially, a hospital
that's operating between 80 to 85 percent is pretty nmuch at
capacity. You have weekends. You have seasonabl e probl ens,
such as the sumer in Florida, winter in sone of the
northern states, where there are certain demand changes.

If you' re at 85 percent, that neans that during
the week, you're at a higher percentage -- on the weekend
nost people try and be discharged if they could and you're
at a | ower percentage -- you're pretty close to capacity on
your in-patient side.

| think sone can argue it's 90 percent.

There's a real issue, by the way, as to what you
call "capacity" in this area. Most states have |licensed
beds. Wth the decline today in denmand on the in-patient
side, we're seeing nore and nore hospitals that have, say,

400 |icensed beds but 30 in-service beds and 250 staff beds
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for that particular day as hospitals are trying too wench
down their costs and respond to the marketplace. Sone of
this now gets noved to out-patient services, and you have to
factor that in.

Qui te outstanding, to nme, having watched this
since 1973, we're on the verge of 50 percent of hospital
revenues or nore will be out-patient as opposed to
in-patient. So the business is really changing.

But | think on the in-patient side, say 80 to 90
percent is sonewhere the range of what a fully -- a ful
hospital would be on an appropriate wei ghted capacity; you'd
have to agree on the nunber, but | think you would | ook at
staff beds with the understanding, in short order, they
coul d nove up to end-use beds and then de-nothball the beds
up to their licensed capacity. Then in ternms of the excess
capacity, the nunber he gave of 40 percent is the one that |
have uni versally heard.

| think you can't look at it universally. | think
you have to ook in the particular market you're in. But in
a lot of markets today in the United States, there's 40, 50
of excess capacity, even on these rated nunbers

COW SSI ONER STEI GER: Very useful. Thank you
very much

COW SSI ONER STAREK:  Phil, do you think the

current version of the Merger Cuidelines and the two policy
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statenents adequately provi de guidance for the way the
enf orcenent agencies view efficiencies and the kinds of
ef ficiencies that the enforcenent agencies will take into
account ?

MR PROGER Well --

COW SSI ONER STAREK:  And how they wi Il analyze
t henf

MR. PROGER: You know, | think you get into a
phi | osophi cal question, Conm ssioner Starek, as to how far
you go in guidelines. 1've always been anazed that you put
out the guidelines and you put out the policy statenents,
because 1'I|l confess, as a practicing |awer, to the extent
| can use themto ny advantage, | always wll.

It seens to nme that Section 4 of the Merger
Quidelines is not a very detailed statenent of how to | ook
at efficiencies. And, accordingly, the policy statenents
whi ch incorporate them | think suffer that frailty.

And, particularly, if you | ook at what has becone
the practice now, particularly at the Comm ssion and over at
t he Departnent of Justice, which always uses Dr. Taylor, the
actual process of looking at efficiencies is very different.
It's a very line-by-line, score-by-score analysis that is in
great detail.

So, | guess ny answer to your question is | don't

think the current guidelines or policy statenments do
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represent the actual analysis that's done in a particular

situation.

Having said that, I'mnot sure -- because | have
t hought about this; and | confess, | haven't thought of a
better way to say it than it's presently there -- that it's

so factually unique, which is the basis of the flexibility
of the antitrust laws -- there's always this debate between
predictability and flexibility. W can create bright |ines
that make it nmuch nore predictable, but we're going to fence
outsi de of those bright lines a |lot of |lawful conduct, a | ot
of lawful efficiencies.

| guess, frommy own standpoint, | still think the
key issue is conpetition, not efficiencies. And weighing --

| will make two conments.

One is -- and | think this applies to the overal
Merger Cuidelines process and not just efficiencies -- |
think we're in danger of becom ng too nmechanical with them
I think that they are a good analytical tool. They are a
good way of thinking about things.

But whether entry could occur in 23 nonths or 25
nmonths, to ne, doesn't seemto be like a significant
di fference; and yet | hear people now saying, "Well, it's
now 24 nonths; and you've got to be within that tine
period."

The sane with efficiencies. The guidelines say
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they have to be efficiencies that you could only achieve

through this transaction. | think actually they say
"reasonably.” And | think we really have to | ook at that
because I'mnot sure |I know what that means. | think, as a

practical matter, in many instances the only way you're
going to achieve these efficiencies is if you do this
nmer ger .

Having said that, | confess to you that, in fact,
you coul d have downsi zed and achi eved the efficiencies; but
your organi zation just didn't have the culture, didn't have
the wherewithal to do it; it's too wenching and too
destructive to do it, unless you have this kind of nmjor
event to surround yourself in.

So, as | suggested in the testinony, | think
that's one area | would look at. But only if you still have
enough conpetition to ensure that those efficiencies are
passed on.

CHAI RMAN PI TOFSKY:  Susan?

M5. DeSANTI: Yes. You focused us on the key
i ssue of what's enough conpetition. And it seenms to ne to
relate to the issue raised in M. Scott's testinony as well
as in the hospital markets, what's enough conpetition.

And |'mwondering if you can give us sone gui dance
fromthe Alliance' s experience, as purchasers of health

care, a representative of custoners in the health care
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process, what's enough conpetition?

Purchasing fromtwo hospital networks? Three
hospital networks? Four networks of providers?

| assune there isn't any magi c nunber. | have yet
to find any magic nunber in life. But can you give us sone
sense of how the dynam cs of conpetition work and what are
t he key aspects that we should be | ooking for?

MR. PROGER: Yes. That's actually very, very
t hought ful but al nost an inpossible question to answer for a
nunber of reasons.

One is, we're in an evolving state where the
mar ket s are changing and it depends market by nmarket.

| think fromthe Alliance's standpoint, purchasing
health care for 60 mllion Anericans, we want to be able to
purchase in the nost efficient way, the nost efficient
health care services; we want the highest quality, the
hi ghest service at the | owest possible cost.

Qobvi ously, depending on the circunstances of that
market, it will vary. | think there are some conmon
denom nat or s.

One is clearly we are noving to a nedica
managenment on an integrated delivery basis. And, therefore,
the nove to horizontal and vertical integration is hel pful,
particularly as we talk about what is, in the industry,

referred to as a continuumof care. That is, to position
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the patient, you and I, in the highest quality in service,
| owest cost situation.

And by the way they' re not necessarily,

i nconpati ble. For exanple, M. Scott tal ked about open
heart procedures and the success they have had at the M am
Heart Institute. W know there is a high correlation

bet ween vol unme and norbidity, nortality; the higher the
vol une, generally, the lower norbidity, nortality.

And it, interestingly enough, doesn't occur in the
general surgeon who does -- the cardiac surgeon who's naki ng
the incision. They' re usually reasonably high-skilled
people. You get your efficiencies and your higher quality
in the redundancy of the back-up people, respiratory
t herapi st, the physical therapists, the rad techs, you know,
all those people who are supporting the procedure and need
to be there when sonething goes wong. And the higher the
vol une, the better you are.

So we want integrated networks. W want
redundanci es. We want high volune. And yet we want enough
choi ce that we can make them conpete agai nst each other so

we get a conpetitive price.

Could two do it? | really don't have the
enpirical answer to that. | defer to sone of the people who
are looking at this. | think that you could have markets

whi ch are very differentiated and very hard for collusion to
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occur; and if people are purchasing as a powerful purchaser
in the right way, maybe two could do it.

But | think it may differ with your General Mtors
or your Phil's Pizza Parlor as to whether or not you're
going to succeed in getting that.

| think the best thing is that, given what m ninal
efficient scale is, you want as many mninmally efficient
scales -- as many efficient conpeting networks as you can in
t he mar ket pl ace.

M5. VALENTINE: Okay. | guess | would have asked
you to get at that same question by commenting on M.
Scott's two proposals, whether elimnating the use of the
concentration presunptions and presunming that two or three
are a sufficient nunber of hospitals to naintain conpetition
woul d be things, you know, things that you would find
acceptabl e for ensuring adequate conpetition to pass these
ef ficiency savings on to consuners.

So if you want to add one nore thought on that, go
ahead.

My question, separate fromthat, is: There are
two theories in our efficiency literature. One is that,
sort of the Areedal/ Turner version, in declining or stable
mar kets, we should allow consolidations for efficiencies. |
t hi nk our Chairman | ooks sonetinmes to efficiency gains from

nmergers in expandi ng markets so that we can be stronger
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conpetitors globally.

Does it make any difference in the hospital
context for us whether we are |looking at a declining or a
stabl e or expanding market in ternms of realizing real
ef ficiency gains?

MR. PROGER: Well, the first part first.

|"mnot sure the Alliance for Managed Conpetition
necessarily has | ooked at that particular issue.

My own viewis that -- it's the point | was naking
earlier -- which is analytically, | think it makes a | ot of
sense to | ook at the concentration in the narketpl ace.

Whet her or not 1,000 or 1800 nake a | ot of sense in the
hospital industry, particularly on the in-patient side, |
think is an entirely different question.

The fact of the matter is, as M. Scott points
out, in many markets -- he pointed out Salt Like Gty -- if
we take that position and we apply a nechanistic rule to it
that that's the bright line, it will be very predictable,
but there will be no transacti ons.

So | think you've got to go beyond it. | think
you' ve got to get to the market power, you've got to get to
the collusion issue, and that you can't get yourself stym ed
on the bright |line of 1800.

On the other issue you raised, | confess, you have

been ki nd enough -- sone mght say "foolish”" -- to invite ne
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back next week when that's the question we are going to be
tal king about; and I'm not sure how nuch you want to get
into it.

| don't think that you can really say this is
necessarily a declining industry. Wat it is, is an
industry in dramatic transformati on where parts of it are
growi ng and parts of it are declining.

Clearly the in-patient hospital side is an ailing
i ndustry where it is inportant that the capacity be
rationali zed and be done so in an orderly way. You can do
that, it seens to me, froma regulatory standpoint, which
don't think would be successful; or you can do that through
a conpetitive standpoint.

Conpetition is a relatively slowway to do so. In
the neantine, there are many -- just like there's a nonopoly
rent, there's a corresponding rent that's due to
inefficiencies. And | think the policy in antitrust
enforcenent, again, needs to allow the market, this ailing
i n-patient industry, to wench out the efficiencies as
qui ckly as possible, keeping in mnd the need to preserve
conpetition.

Not an easy task. | don't envy you.

CHAI RVAN PI TOFSKY:  Well, on that "not an easy
task,” we'll nmove on. Thank you very nuch

Qur final participant is here to prove that all of
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antitrust policy is not health care, although sonetines it
feels that way sitting where we are.

Bill MacLeod is a partner in the law firm of
Collier, Shannon, Rill & Scott here in Washington. And from
1986 to 1990, he was at the Federal Trade Conm ssion as
Director of the Bureau of Consuner Protection.

In addition, he served as Director of the Chicago
Regional O fice at the Federal Trade Comm ssion from 1983 to
1986.

Bill, welcome back to the FTC

MR. MacLEOD: Thank you very nuch, M. Chairman.
And thank you very nuch al so for conveni ng these heari ngs
and giving the G-ocery Manufacturers of Anerica the
opportunity to comrent today.

In all that | have heard about efficiencies today,
I have not yet heard the contribution of efficiencies of GVA
menbers in the assistance of the industry that we have been
tal king about all norning long. But | would |ike to go back
through a little history here to consider how i nnovati on,
ef ficiency, and progress in the grocery industry has indeed
a very substantial inpact and can have an inpact on the
heal th care system here.

| renmenber back in the 1950s when | used to go to
grandnma' s house, when she was still around, and she was

cooki ng one of her |egendary Sunday di nners, normally what
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she woul d take for her cooking fat was what ever had been
saved fromthe |ast serving of bacon that was sitting in the
i ce box.

When the bacon grease was getting a little bit
| ow, she would go into her can of lard and add a little bit
of that lard to whatever recipe needed a little bit of fat
to acquire the taste that she was so good at putting in
t here.

Vell, we all know that around the '50s and ' 60s we
started seeing vegetabl e shortening | argely taking over for
t he cooking fat that was going into our foods. And nore
recently canola oil and even nore exotic fornul ations of
cooking materials that GVA nanufacturers have cone forward
with.

| dare say that it is probably a safe assunption
that we are far better off today by virtue of the grocery
manuf acturers concentrating on noving fromlard to canol a
oil than we woul d have been if they had been concentrating
on reducing the cost of producing |lard and making that a
little cheaper, a little |l ess expensive for Anmerican
CONSUNers.

| know you have had a good deal to hear on
i nnovati on narkets over the |ast couple of weeks. |
remenber back in 1983 when | was an attorney-advisor in the

Chairman's office we had to deal with an i nnovati on market.
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There was a transaction that was bei ng opposed by the Bureau
of Conpetition that it proposed to challenge. And the
Commi ssi oners, including the Chairman, had to decide on that
chal | enge.

One of the issues involved in that transaction was
about the research and devel opnent in these two conpanies
where there woul d be significant overlap and where the next
generation of products mght energe in this industry.

We took a careful | ook at that issue back then.

We asked what woul d happen to these resources if there were
a consolidation between these two firns? Wat was the
synergy that the firnms offered? And what was the
opportunity for these resources currently enployed in R&D in
t hose two conpanies to continue in that work in other
pursuits?

As | recall, the transaction was ultimately
chal I enged, but it was settled. But it was not on the basis
of the innovation markets, where the concl usion was that
probably those markets were reasonably safe fromthe
transacti on.

What | think is very encouragi ng and which the
menbers of GVA take with, perhaps | should say "hopeful
concern,"” is that we now have a | abel for this concept. The
| abel being "innovation nmarkets." And we have been devoting

a great deal of attention and study to the issue, which

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

1621
indicates to nme that there is alnost certain to be a far
nor e sophi sticated understanding and treatnent of this in
transactions that go forward today.

Among grocery manufacturers, far and away the nost
i mportant efficiencies that we have to deal with are the
ef ficiencies that probably get |ess respect in the
literature although, I amglad to say, nore recognition
anong the staff of the Federal Trade Comm ssion than we
occasionally see in the literature, but sonething that |
think can still benefit tremendously froma nore consi dered
treatment and perhaps nore symetrical treatnent.

| nnovati on markets right now we have seen as an
i ssue that has been primarily elevated to a new neans that
m ght provide an avenue to attack a transaction, to
chal l enge a transaction. That, of course, is one half of
what i nnovation markets and efficiencies can acconpli sh.

The ot her half, of course, which we would like to
see equally well recognized is that, in transactions where
R&D or innovation is at issue, whether that innovation is a
cost-lowering innovation or a product-introduction
i nnovation, that the benefits of the transaction to those
R&D functions, in those innovation markets, be given equal
wei ght in the consideration of the pro-conpetitive and
potentially anti-conpetitive consequences of the nmarket.

We do not believe that recognition of the
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efficiencies that are nost inportant to the grocery
manuf acturers -- and those are the dynam c efficiencies, not
the cost-lowering efficiencies, but the ability of a
manuf acturer to recogni ze i n another manufacturer of grocery
products or consumer packaged goods, that there is a product
either in the pipeline or currently being produced, which
product coul d be produced far nore effectively, which could
be marketed far nore effectively and which could be expanded
dramatically if it were in the hands of a firmthat had sone
abilities that the current holder of those assets did not
have, whether those abilities are access to national
advertising, whether they were sinply a professional,
wel | - experi enced nmarketing group or sales group that has
access to distribution or access to information, that could
make the product or the research and devel opnent far nore
valuable than it is in the current holder's hands, that is
the kind of efficiency that we would |like to see recogni zed
equally with those efficiencies that we mght be able to
denonstrate a 3 percent or 5 percent reduction in the cost
of producti on.

Are they difficult to neasure? Yes, they are.

Are they any nore difficult to nmeasure than the
rel evant nmarket definitions that we have to engage in in
every nmerger analysis? W don't think so.

How can they be nmeasured? | agree with Phil that
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there is a very easy and fornulaic way to denonstrate sone
of these things. | think that those ways are occasionally
wort hwhil e, but they are very sel dom persuasive in the
context of a requirenment that evidence be clear, that the
evi dence be particularly conpelling, that we m ght be able,
in the course of the next two or three years, to take this
particul ar product that this conpany has not been nmarketing
very effectively for us to market it far nore effectively
t han before.

Is it inmportant in an anti-conpetitive or a
conpetitive analysis of a transaction? It is very
i mportant.

How i nportant was it when the Kell ogg Conpany
deci ded, back in 1983, that it was going to start to narket
with regard to the health clains, the health benefits of
i ncreasing fiber consunption and increasing that fiber
consunption by virtue of eating high-fiber cereal s?

We know t hat, nunber one, that fromthe studies
fromthe Bureau of Economics that not only did the
consunption of the Kellogg cereals increase, the consunption
of high-fiber cereals generally throughout the industry al so
grew dramati cal | y.

We are tal king about situations, we are talking
about markets where, by and large, in the grocery

manuf acturing i ndustry, when a transaction is being
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consi dered, when products are being considered as candi dates
for consolidation, it is a nmarket-increasing proposition for
a particular brand or a particular product.

| have perforned a nodest, unscientific survey of
antitrust council for the Grocery Manufacturers in
preparation for ny testinony today. And what | discovered
was that not once in the nmenory of any antitrust |awer
currently representing the industry have we presented to the
agencies a transaction where we thought that the ability of
merged firms would be to reduce quantity and raise prices in
order to reap the benefits of the nerger.

That's not to say that we haven't seen a few of
those in which at | east thoughts were entertained by an
occasi onal executive or sales folks in organizations.

We don't present those to you. And the very
reason i s, because we know that those are the kinds of
transactions that run into antitrust difficulties.

What have ripened into transactions that the FTC
has consi dered and that the FTC has passed upon are
transactions in which the parties can present a credible
case for growing a brand, for introducing new forns of a
brand, and for growing markets into areas where the brand
has not been seen.

These are the kinds of efficiencies which are nuch

harder to docunent, nuch harder to predict, and envision --
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or receive nuch less attention fromthe academc literature
to date.

One question that | think is very inportant -- or
at | east one distinction that | think is very inportant is
in the question that Phil raised as one of the nost
i nportant questions of considering efficiencies in health
care.

One of the advantages of dynami c efficiencies,
mar keting efficiencies, efficiencies in innovation is that
we do not have to ask whether those efficiencies are going
to be passed on to consuners.

We tend to share the position of the Chairman a
little bit nore and that the question m ght be asked a
little nore often than it needs to be asked. But at |east
we can say this: Wen the issue is efficiencies that are
taki ng the formof new products, new marketing, and new
di stribution, expanded nmarkets, we are already dealing with
t he assunption that has troubled a great deal of the
ef ficiency debate in antitrust law. W are already dealing
wi th passing the benefits of those efficiencies on to
CONSUNers.

One of the areas where we find there to be sone
peculiar asymetries is that the efficiencies that are
recogni zed sonmewhat grudgingly but increasingly in nerger
anal ysis are efficiencies that are protected very jeal ously
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in overall horizontal analysis.

There is no question -- and the Federal Trade
Commi ssi on has been a mmjor player in the devel opnent of
this -- that any horizontal restraints that in any way
interfere with the efficient marketing or other forns of
non-pri ced conpetition of products are restraints today that
recei ve al nost as serious a treatnent as naked restraints
that deal with price thensel ves.

We have seen this going back to the |Indiana
Federation of Dentists cases. W have seen it in the Mss.
Board of Optonetry case. W are seeing it nowin a case
that you, of course, can't discuss because | believe it is
still in Part |1l before you but in an initial decision that
recently cane out of the California Dental Association case.

A trenmendous deal of attention is now being paid
at the horizontal level to the kinds of efficiencies and the
ki nds of conpetition that efficiencies can drive in the
non-pri ced areas.

These are the very efficiencies that the Gocery
Manuf acturers are trying to project and trying to
acconplish, sonetines through nergers and sonetinmes sinply
through the ability to narket their products on a national
and gl obal scale.

And that takes ne to the third issue -- and |']

conclude with that issue -- in what we believe is one of the
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nore significant threats that remain to those kinds of
efficiencies today. And that is the uniformty of an
enf orcenent of consumer protection |aws.

Like Phil, I will have a chance to address this
issue a little nore fully a little bit later on in these
hearings. There remains a significant concern, not only for
t he basis of national marketing but also for the basis
sinply of the transactions that can | ead to nati onal
mar keti ng that there be constant dial ogue between the
Conmi ssion, the states, and the United States, and other
countries so that the benefits that the Conm ssion has
obtained in developing its policies with regard to nerger
anal ysis as well as consuner protection analysis be benefits
that can be shared and understood by ot hers.

We believe that one of the finest nonents of the
Federal Trade Commri ssion in the |ast few years was the
Commi ssion' s devel opnent and i ssuance of the Environnental
Mar ket i ng Gui des which have led to a trenendous increase in
har nony anong the various states, including nost recently
the State of California where expensive First Anendnent
l[itigation over the ability of manufacturers to nake green
clainms has finally cone to a conclusion -- or is likely to
come to a conclusion -- | shouldn't speak too quickly --
because there has been a change in California | aw t hat

mrrors the change -- that mrrors the guidelines the
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Conmi ssion has set forth in environmental clains.

W woul d like to see the Commi ssion continue this
ki nd of |eadership, and we would |i ke to see this kind of
| eadershi p extended in one additional area.

We believe that in the area of consumer protection
regul ati on, where the achi evenent of dynam c efficiencies
and non-priced conpetition is at its nost vulnerable, is in
the area of clains interpretation.

W would like to see the Federal Trade Conmi ssion
devel op a policy statenment in which the Comm ssion would
address the kinds of practices, the uses of evidence, and
the weight that it would give to conpeting interpretations
of evidence so that when conpanies conme forward with
canpaigns |like the fiber/cancer canpaign of the |ast decade,
there will be some understandi ng that these kinds of clains
are interpreted in a fashion that is consistent, that
adheres to the precedent, and that can be reasonably assuned
will be applied throughout the United States.

We think that there in part is kind of a vicious
circle: The nore that we recogni ze dynanm c efficiencies,
the nore that we recogni ze the i nportance of non-price
conpetition, the inportance of the market for information
and the role that plays in the non-price dinmensions of
conpetition, the nore that will informthe antitrust

anal ysis and the nmerger analysis and the nore that wll
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i nformthe devel opnent of policies in consumer protection so
t hat these kinds of efficiencies can be achieved on a
nati onal and even a gl obal scale.

Those concl ude ny comments. Thank you very much.

CHAI RVAN PI TOFSKY:  Thank you.

COW SSI ONER STEI GER:  Let ne join in wel comng
you back

MR. MacLEOD: Thank you

COW SSI ONER STEI GER: W still mss you, Bil
MaclLeod.

Al ways fearless. You do address a very difficult
i ssue, and you do address potential conpetition and how we
anal yze it.

What gui deposts should we followif we are
confronted with a need to anal yze a transaction that
i nvol ves a potential conpetition issue where, to sinplify,
each party is pursuing a simlar R&D devel opnment ?

And the second part of that question is: Do you
t hi nk those gui deposts should be or are different if you are
anal yzi ng high-tech industries?

MR. MacLEOD: W think high-tech industries are
i nportant to the econony, but we are not convinced that the
hi gh-tech industries are any higher tech than nany of the
grocery nmanufacturers.

There is a great deal of attention these days
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because we heral d every couple of years the generation or
t he next generation of a conputer chip that has far nore
menory and far nore speed.

|"mnot sure that is any nore inportant to
Anmeri can consuners than foods that now have no fat where we
had | ow fat before and foods that had | ow fat where we had a
great deal of fat before.

| think that the issue of howto deal with
over |l apping or conplenentary or substitutable R& efforts is
sonmet hing that can be done with perhaps a little nore
recogni tion of the various phases of R& and the extent to
which we are truly talking overlaps. And we're talking nore
about sonething that m ght be better classified as a
vertical relationshinp.

It is seldomthe case -- and once again, if it
where the case, it would probably be in the docunents; and
if it were in the docunents, you probably wouldn't see the
merger. It is seldomthe case where in two grocery
manuf acturers, they each realize that both is on a race to
produce the next version of non-fat, good-tasting bread that
is going to sweep the narket, and therefore let us try to
conbi ne our resources so that neither of us beats each other
up and we get out there on the narketplace with our
products.

Much nmore often, there is an el enent of the
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research in one conpany that is conplenentary to another
el enent of the research in another conmpany or to the ability
of the other conpany to put that research into sone type of
production so that the conbination of those two will create
a tremendous advantage, sonetines a year or two sooner to
the market with the product.

That advantage is far nore likely to outweigh the
possibility that some of the resources that were perhaps
overl appi ng resources in the R& functions m ght not
ot herwi se be continuing their independent efforts to conme up
with slightly different products or come up with two | esser
products that are producing in far less efficient a fashion.

| think a useful analogy is the two hospital s at
40 percent apiece. |If we can deliver a product to the
Ameri can consumer that is 80 or 90 percent better than two
products but each of which were unable to achieve the
nati onwi de marketing efficiencies, distribution
efficiencies, or information efficiencies, we are probably
better off, especially if we can identify that in those R&
departnments, as we found back in 1983 with that mnerger that
| had to consider, that very often those resources were not
goi ng to di sappear; those resources were not going to | ose
their productive efficiency in the innovation market. They
were sinply going to be redepl oyed and woul d probably be

surfacing in the next generation product to conme out of the
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i ndustry.

COW SSI ONER STEIGER:  One follow up, if | may,
then: Do you think that intellectual property
consi derations weigh nore heavily in what has been called
t he high technology industries as conpared to the industry
that the grocery manufacturers operate wthin?

MR. MacLEOD: Judging by the discussion and the
attention, one would certainly think so.

| will say this: | wll say that we have been
general ly very encouraged anong the grocery nmanufacturers at
t he sophistication that the Federal Trade Comm ssion staff
takes to the issue of devel opi ng brands, devel opi ng R&D
| ooki ng at what two conpani es together m ght be able to do
that the two conpani es separately mi ght not be able to do in
bri ngi ng the next generation of product on I|ine.

But there is, | think, still a sense that if you
don't win that argunent at the staff level or if you don't
Wi n that argunent at the Commission, it will be alittle
nore difficult to win that argunent ultimtely because there
is sinply not as much respect paid to those types of
efficiencies in grocery manufacturing, for exanple, as there
may be in high-tech conputer nmarkets.

In saying that, | ought to nmention a reference
that | did put into nmy prepared testinony and a reference

that | think redounds to the credit of the Federal Trade
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Commi ssion as well as to a very sophisticated anal ysis
recently done by a federal judge in a nerger case in the
recent acquisition of the Nabisco Shredded Wheat products by
Post .

The Conmi ssion declined to take action.
Nonet hel ess, there was prosecution by a state attorney
general that was brought in Federal District Court in New
York, the sumresult of which the transaction being upheld
and the judge recognizing that far and away the nost
vi gorous form of conpetition that is prevalent in this
i ndustry is conpetition for innovation, the product
i ntroductions, new brands.

In one step, the federal judge made the point that
| have tried to make today. And the federal judge al so
vi ndi cated a decision the Federal Trade Commi ssion nade a
coupl e of years ago.

In preparing for this testinony, M. Chairman,
went back to your predecessor, Madam Chairman's speech that
she delivered at the 1990 spring neeting of the Antitrust
Section, when the Comm ssion undertook to | ook at a few
nergers that the Commi ssion had not chall enged and asked the
guestion whether the predictions the Comm ssion had nmade
were predictions that, by and |arge, were comng true after
a year or two followi ng the transacti on.

The concl usion that she reached was: Yes, they
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wer e; the Comm ssion had probably guessed right in those
cases -- or certainly predicted right in those cases.
"@uess" is not quite respectable enough a termto use.

| think, in the Nabisco matter, that is another
case in which the Conm ssion can take credit for naking the
ri ght deci sion.

W would | ove to see nore of those kinds of
anal yses done, but we would rmuch rather have them done by
t he Federal Trade Commi ssion in a speech than by a federal
judge after long litigation.

COW SSI ONER STEI GER:  Thank you.

And thank you, M. Chairman, for the opportunity.

CHAI RVAN PI TOFSKY:  Thank you.

Bill, your thought, that sone efficiencies m ght
not involve reductions in unit costs, there are other things
that m ght serve that, is an interesting one.

Let ne refer back to Phil Proger. His suggestion
was that efficiencies be taken into account only in a
situation where there's enough conpetition left to ensure
that the efficiencies will be passed al ong and naybe t hat
they're really there and so forth.

That suggests to ne -- and Phil, you may want to
comment on this if I"mnot right -- but that suggests to ne
that you would take an efficiency case into account only in

a fairly margi nal case.
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You wouldn't let firns claimefficiencies whether
they're financial or innovative in defense of noving to
nmonopol y or duopoly but rather, if a case were close and
there's a fair anmount of conpetition left, then an
ef ficiency m ght make the difference.

| s that what your position would be on this
ef ficiency issue?

MR. MacLEOD: M position, | think, is nmuch closer
to the position that you have laid out in the past.

And | think what nakes different the consideration
of what I"mcalling the "dynam c efficiencies" -- and those
are efficiencies passed on in the forns of inproved products
or better information about the products, that are, by
definition passed on -- they could be passed on and coul d be
so effective as to render conpetition obsolete or at |east
to suspend conpetition for a while because a firmwth a
particularly innovative product mght be a firmthat is
serving a market that was served by a nunber of conpetitors
in the past.

| f the difference between achi eving that
efficiency and failing to achieve it is the ability of two
firms to conbine their resources in a joint venture or sone
kind of acquisition and the recognition of this joint
venture was that it would probably create a newfirmwith a

new product that woul d have very few conpetitors, | submt
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that the welfare anal ysis of that transaction should stil
favor the transaction because we would all be better off
wi th vegetabl e shortening produced by one than with |ard
produced by | ow cost producers.

CHAI RVAN PI TOFSKY:  So you woul d focus on whet her

it's a substantial efficiency rather than whether it's
likely to be passed on?

MR. MacLEOD: In the cases where pass-on is
al ready an issue, | think that's correct.

Pass-on, to nme, is only a difficult issue when
we' re tal king about the cost-lowering types of efficiencies.

The difficulty with pass-ons of dynam c
efficiencies, of course, is that we never know for sure
whet her or not the market is going to buy this proposition
that we are offering it. Fiber could have fallen on its
face in the 1980s and we never woul d have heard about it
agai n.

CHAI RVAN PI TOFSKY:  Good.

MR. MacLEOD: But we did give that nmarket the
opportunity to receive those efficiencies; and as a
consequence, the cereal industry was very substantially
t ransf or ned.

CHAI RVAN PI TOFSKY:  Phil, have | fairly
characteri zed what you had said earlier?

MR. PROGER: Well, | think so.
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| still think the essential issue in weighing this
-- and this is the whole antitrust paradigm-- is, if you're
going to allow a transaction to go through, is there sone
mechani smto ensure the consuners are going to obtain the
benefits of that transaction?

The only comment | would nake -- and | really
don't disagree with Bill; I've known himfor many years --
is that I think you' ve got to | ook at conpetition in a
dynam c way that M. Scott did in his testinony.

To go back to that, he was tal ki ng about what
Columbia HCA is doing in the area of comunication
managenent information services, where the physicians are
directly hooked into their conputer system Those are real
benefits to the consuner.

Those are real benefits not only in cost savings
but if the physicians beep wherever he or she is and the
tests imediately go in so that it doesn't wait until
t omorr ow norni ng when they nake their rounds, they're real
benefits.

| presunme that M. Scott -- | don't know -- and
Col unbi a HCA has nmade the determination that there is
benefit in offering their product to the consuner to,
frankly, my clients fromtestifying here on behalf of ClGNA,
Aetna, Prudential, and United in offering this. And this is

a part of their conpetitive dynam c

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

1638

One nust ask the question: |If there wasn't that
conpetitive dynam c, do people nake the investnment? Do they
spend the noney?

So | still think whether it's regulation or
conpetition, there's got to be sone nechanismto ensure that
the efficiencies are passed on.

If they're not passed on, it's just a higher
margin, and you're dealing with a wealth transfer.

CHAI RVMAN PI TOFSKY:  Debra?

MS. VALENTINE: Yeah, actually one question.
Conmmi ssi oner Steiger's questions nmade ne start thinking
al ong these |ines.

When we' re | ooking at dynam ¢ and innovation
efficiencies normally, if you take health care with the FDA,
defense with DoD, and | suppose even in health care we have
Phil Proger's and his clients, or M. Cubbin's, we have a
very sophisticated custoner, generally.

Who do we turn to in your industry? Wo hel ps us
make the assessnment as to whether these innovation
ef ficiencies and benefits are desirable ones, let's say,
froma merger as opposed to keeping two research tracks or

two products goi ng?

MR. MacLEOD: | think here, the ultimte consumer
has the sophistication, generally, that we need -- and
probably nore than we need -- to ensure that the markets are
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going to deliver the valuable innovations and are going to
penal i ze the frivol ous innovations.

If there is a better way of naking |l owfat or
non-fat cookies, cakes, or bread or salad dressings, that is
an efficiency that is involved not only with delivering the
information to the consuner, getting the fat out of the
product, and keeping the taste in the product, it doesn't
require a very sophisticated bul k purchaser to tell us
whet her or not that salad dressing, that cake, is going to
deliver far nore benefits to consuners than what they woul d
have purchased ot herw se.

Consuners can tell us that thenselves. The
dynam c efficiencies are witten all over the products.

They are, in part, expressions of what consumners
desire in products. Wen they're successful, they're
correct expressions. Wen they are failures, they are
i ncorrect expressions.

But that's sonething that consuners generally can
determi ne in consuner goods manufacturing.

CHAI RVAN PI TOFSKY:  Well, thank you very much.

Not only did we have a fascinating norning of discussion,
but we finished on tine.

And | do really appreciate your com ng, and we
| ook forward to your com ng back in another guise on another
t opi c.
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We' Il adjourn and resune at 1:30.
Thank you.
(Wher eupon, a luncheon recess was taken at 11:30

1:30 p.m)
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AFTERNOON SESSI ON
1:40 p. m

COW SSI ONER STAREK:  Well, | think we can begin
now.

Good afternoon, everybody. This is the afternoon
session of the 10th day of our hearings on gl obal
conpetition. And this afternoon we will continue the
di scussion on the role of efficiencies and the anal ysis that
we do here at the Federal Trade Conm ssion, asking whether
or not a nore skeptical approach is appropriate or whether
the current policies regarding efficiencies and the
nmeasurenment of efficiencies are relevant to the markets that
we are |looking at in nergers and other transactions.

In the afternoon sessions, what we have been doi ng
generally -- and | think we'll continue this procedure -- is
to hear fromeach of our speakers then take a short break
and come back for a discussion, a debate, questions, from
either the audience, if you fill out a card and ask a
guestion, or fromthe group assenbl ed here.

Qur first speaker this afternoon is Terry Cal vani.
Terry is a partner at the law firmof Pillsbury, Mdison &
Sutro here in Washington and in San Franci sco.

Before he joined the law firm Terry was a
Commi ssioner here at the FTC from 1983 to 1990. And during
1985 and '86 he served as the Acting Chairman of the Federal
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Trade Conmi ssi on.

Prior to joining the Commi ssion, Terry was a
prof essor of |aw at Vanderbilt Law School where he taught
courses, surprisingly enough, on antitrust and trade
regul ati on.

Terry has al so been very active in the ABA
Antitrust Section's Robinson-Patman Conmittee, the Noerr
Doctrine & State Action Conmittee, and the Special Conmmttee
on Antitrust Penalties and Danages, and as a nenber of the
Gover ni ng Counci |

Terry, thank you for com ng.

MR. CALVANI: Thank you, Comm ssioner Starek,
menbers of the staff, |adies and gentl enen.

" m delighted to appear before you here this
afternoon to address the subject of efficiencies and the
role they play in antitrust analysis.

But before specifically addressing that topic, |
want to take this opportunity to congratul ate the Comm ssion
on recent changes in the Conmi ssion's practice that makes
t he Comm ssion discharge of its own | aw enforcenent m ssion
nore efficient.

| refer firstly to the adoption of a sunset policy
for both conpetition and consuner production orders; second,
t he announcenent that the Comm ssion will no | onger

necessarily, routinely file adm nistrative actions follow ng
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a failure to obtain injunctive relief in the federal courts;
and lastly, the suggestion that the Conm ssion will no
| onger routinely insist on prior approval provisions in al
nmer ger orders.

| cane to appreciate the significance of the
|atter two policies only after returning to the private
practice of |aw

These two policies, the prospect of adm nistrative
litigation and the prior approval provision nade it
important -- all other things being equal -- to secure a
nmerger review by the Antitrust Division of the Departnent of
Justice if possible. The costs and delay associated with
adm nistrative litigation were such that very few conpanies
could afford to dispute with the Comm ssion. And the very
nearly automatic filing of an adm nistrative action when the
parties resisted the Comm ssion in federal court made the
parties also reluctant to litigate in that forum too.

The process effectively denied many their day in
court by insisting that they received years in court.

Automatic insistence on prior approval effectively
removed many conpani es fromthe marketplace and may have
i npeded conpetition in sone instances. | know of conpanies
that have failed to qualify as bidders because they were
under an FTC order.

The absence of HSR-like tinme constraints on
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Conmmi ssion action and the arbitrary and caprici ous standard
of judicial review made many sellers unwilling to admt a
buyer under order to their auction.

These two procedural aspects of Conm ssion
practi ce nade many prefer clearance to the Departnent of
Justi ce.

The issue of dual jurisdiction is an inportant
one, but one that I will not address today.

Nonet hel ess, dual jurisdiction is particularly
suspect where there is asymmetry in the regulatory costs and
where the cl earance process nay be outcone determ native.
That was not good governnent, and | congratul ate you,
Commi ssi oner Starek, and your coll eagues on these very
i mportant reforns.

Well, are efficiencies a legitimte object of
consi deration?

The Conmi ssion first considered this issue inits
decision in Anerican Medical International, where it
attenpted to parse the | aw and suggested, albeit in dictum
that efficiencies were a proper subject for Commi ssion
consi der at i on.

Having failed to find efficiencies there, the
Commi ssion did not address the nore interesting question of
what to do with them

And | think it fair to say that Conm ssion
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gui dance on this issue has not progressed nuch since 1984.
While Part 4 of the current Merger Cuidelines recognizes
efficiencies as a legitimate object of consideration, they
provide very little further guidance.

Accordingly, | think it's appropriate that the
Conmi ssi on consider this issue anew.

The contours of this debate have shifted sonewhat
over time, and | think that's attributable in part to the
fact that consideration of efficiencies has, for a |ong
time, been a backhanded way of debating the conpetitive
effects of a transaction when the conpetitive effects story
pl ayed a | ess promnent role in nmerger eval uation.

The parties urged efficiencies as a way of saying
that the transaction did not pose any probable
anti-conpetitive effect.

But while the Suprene Court has not reconsidered
the concentration presunption espoused in cases |ike
Phi | adel phi a National Bank, the antitrust agencies --
thankfully, | mght add -- have enbraced the need to tel
the conpetitive effect story in Part 2 of the Merger
Qui delines. Thus, much of the discussion of efficiencies in
the context of presunptively illegal nmergers nmay not be as
rel evant today as it once was.

Thus, for exanple, the exanple of a transaction in

a concentrated industry which posits no price increase and
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efficiencies that are wholly passed on to consuners is of
| ess interest today than in an era when the concentration
presunpti on was ki ng of the nountain.
O sone greater interest, consider a merger
between two snmall, inefficient conpanies in a highly
concentrated market where the industry price is fully rent

taki ng and set by a |large, dom nant conpetitor. Such a

nmerger may be efficient; and in that event, there will be a
net social gain. No additional wealth transfers will take
pl ace, and resources wll be saved.

The efficiencies defense m ght be appropriate in
this context. | hesitate and use the word "m ght" because |
woul d prefer to argue that the transaction is not likely to
| essen conpetition to begin with and resort to the
ef ficiencies defense i s unnecessary.

| recogni ze, however, that the Commr ssion may
di sagree. And | note that the Conm ssion has, within recent
menory, authorized the staff to seek a prelimnary
i njunction enjoining such a transaction where there was a
consensus on the Comm ssion that the industry was fully
exploiting the industry nonopoly price.

In that case, in that context, the efficiencies
ought to have been consi dered.

O greater interest yet is the transaction where

there may be an increase in price and where none or only
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sonme of the efficiencies are passed on to consuners.

| hesitate at this point because | fear that the
di scussion takes on an unworldly aspect, an unworldly
appear ance, an unworl dly atnosphere, because in racking ny
brain over ny sone seven years tenure here at the
Commission, | found it very difficult to identify cases
where that would be a fair characterization of the facts.

Nonet hel ess, there is substantial comentary and
support of efficiencies recognition in this context, and |
woul d join those in doing so personally because |I find
triangles to be nore interesting than rectangl es.

But |1've stated nmy views on the purpose of

antitrust elsewhere and will not tax this audience's
patience in that regard this afternoon. Rather, | |eave the
Bor k- Bl ake -- or nore recently Elzinga/Sullivan -- debate to
ot hers.

| would rather address the issue in the context of
t hose for whom allocative efficiency is but one of several
obj ecti ves.

| do so with sone disconfort because | don't
bel ong in that charge.

Nonet hel ess, first, | suspect -- or while |
suspect that one can still denonstrate that the average net
worth of citizens is | ess than that of equity sharehol ders,

change in the denographi cs of sharehol ders have nmade the
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redi stributive consequences of antitrust policy |ess
i nportant, even for those who enbrace the Robin Hood School
of Antitrust. It would be interesting to see how t he
presence of pension plans and el eenbsynary institutions in
t he market have changed the | andscape. This nmay reduce the
i nportance of redistributive goals of antitrust policy for
t hose who enbrace a soci al agenda.

Second, in this age of internationalization of
mar ket s, donestic enpl oynent policy has a stake in the
success of domestic enterprise. These interests have a
stake in the ability of domestic organi zations to succeed on
the field off world conpetition whether or not efficiencies
are passed on to consunmers. And this is particularly true
in situations where efficiencies are treated nore harshly
here than by antitrust enforcenment agenci es el sewhere.

Bef ore concluding, permt ne just a couple of
m nor points. Indeed, | think I'll skip through a good
nunber of -- or at l|least part of this.

Let ne just make a point on the debate on the
i ssue of whether a different standard of proof exists with
reference to efficiencies.

Spokespersons for the Departnment of Justice have
suggested that the requirement that efficiencies be
denonstrated by clear and convincing evidence was elim nated

in the Quidelines, while officials at the Conm ssion
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suggest ed ot herw se.

Surely, the position of the Division is nore
correct. The fundanental nature of a Section 7 inquiry is
specul ative. What are the |ikely welfare consequences of a
transaction? And it seens to ne at |east, inappropriate for
t he governnent to base its case on inferences |largely taken
from market structure but require the parties to nake a nore
cl ear and convi ncing case on the efficiencies point.

Well, it's a bleak afternoon outside. People
probably find it difficult listening to nme carry on anyway,
sol think I will stop here and toss the baton to you,

M. Conmm ssi oner.

COW SSI ONER STAREK: Wel |, thank you very much
Terry. As always, it was extrenely enlightening. And even
though it is a bleak afternoon outside, | found your
comments extrenely interesting and very hel pful.

Qur next speaker this afternoon is Kevin O Connor.
And Kevin is the Assistant Attorney General in charge of
antitrust enforcenment in the Wsconsin Departnent of Justice
where he litigates crimnal cases and large nmulti-state
civil antitrust cases on behalf of the State of Wsconsin.

Kevin serves as the current Chair of the
Multi-State Antitrust Task Force of the National Association
of Attorneys General. And he is in the business of

gui del i ne aut horship. He has co-authored a revision of
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NAAG s Horizontal Merger Guidelines. And then in 1993 and
then in 1994, into this year, he also served as a co-aut hor
of the revision of NAAG s Vertical Restraint Guidelines.

Kevin, thank you for com ng.

MR. O CONNOR:  Thank you, Conmi ssioner Starek

|"mextrenely pleased to be here as a
representative of the National Association of Attorneys
Gener al .

| have to, first of all, give the disclainer that
| always have to give that, even though I'm Chair of a
mul ti-state organization, | can't speak for anybody.

COW SSI ONER STAREK: We have those disclainers,
t 0o.

MR O CONNOR Wth that said, let ne continue.

The question today is whether the current
antitrust policy towards efficiencies is an appropriate one.

In order to frane the question properly, | think
we first have to understand what the policy is at the
federal and state | evel considering efficiencies and nerger
anal ysis in particular.

And let nme do a brief overview of what |
understand to be the federal policy as it is in the federal
gui del i nes, the DQJ- FTC Hori zontal Merger Guidelines.

They seemto incorporate efficiencies in two

pl aces, first in the general conpetitive effects section of
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the nerger analysis, in the five-part analysis; and then
later in the analysis, assumng that later portion of the
anal ysis is reached and the nerger has not already been
screened out, efficiencies are dealt with separately and
explicitly in Section 4 of the federal guidelines.

Hence, even where concentration thresholds are
exceeded and a conpetitive effects story can be told, it
appears that the federal agencies, at |east on the face of
the guidelines, will consider efficiencies where the nerger
may be reasonably necessary to achieve sufficient net
ef ficiencies.

The federal guidelines seemto suggest that
ef ficiencies constitute a defense to a nerger that would
ot herwi se be challenged if: one, efficiencies fall into
certain categories; two, the cost savings cannot be achieved
by the parties in any other way; and, three, that the net
ef ficiencies expected are greater than the anti-conpetitive
effects and risks identified in other sections of the
f ederal quidelines.

Al so, consistent with the elimnation of burdens
generally in the federal guidelines, the 1992 revision
elimnated the | anguage that required the nerging parties to
produce by clear and convincing evidence, evidence of the
ef ficiencies.

Al t hough on the surface the federal agencies
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appear to be attenpting to operationalize the so-called
Wl lianson nodel for efficiency trade-offs, they don't say
so explicitly.

It is possible that the net efficiencies | anguage
was neant to suggest that the federal agencies woul d not
consider, sinply, small efficiency gains as a sufficient
offset to the high HHI's or changes in the HH 's.

In fact, subsequent cases seemto suggest a
reluctance by the federal agencies to dismss the issue of
whet her efficiency gains are passed on to consuners. And
I"'mreferring specifically to the Honi ckman case and ot hers
like it.

Let me turn to the NAAG Cui del i nes.

Approxi mately a year after the federal agencies
revised their Merger Guidelines in 1992, the National
Associ ation of Attorneys General adopted revised Horizontal
Merger Cuidelines -- which, as Conm ssioner Starek has
poi nted out, I was one of the principal co-authors of --
NAAG revised its guidelines in many respects.

In several respects, our guidelines converge with
those of the federal agencies. |In particular in the market
definition area and in the section dealing with entry
anal ysis, we sinply adopted the federal agencies' approach
either in total or at least as an alternative to our

approach. We were very persuaded -- we were persuaded t hat
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their approach had a |lot of nerit.

However, because the federal guidelines did not
appear to articulate clearly the role and weight to be
assigned to efficiencies, the states were reluctant to adopt
that approach to efficiencies. |Indeed, it seened to many in
the states that the federal guidelines seenmed to give too
much wei ght and credence to efficiency argunents in mergers
where those nmergers were likely to reduce conpetition and,
hence, be of interest to antitrust enforcenent agencies;
that is, those nergers that were in excess of HH 's of 1800,
where all the firns are equally sized, only five or six
firms in a particular market.

Briefly, the NAAG CGuidelines -- taking that as a
departure point, the NAAG Guidelines started with the
assunption that when the Congress passed the O ayton Act,
they made it a basic presunption that, where there's nore
conpetition in a market, there is likely to be nore
efficiencies realized, technical efficiencies, or what
Li ebenstein used to call x-efficiencies.

The NAAG Gui delines also state that there does not
appear to be any substantial enpirical support for the
proposition that nmergers that exceed the concentration
t hreshol ds set forth el sewhere in the NAAG Cui del i nes:
"Usually -- and this is a quote: "Usually, or on average,

result in substantial efficiencies,” unquote. That's what
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our gui delines provided.

In addition, the NAAG Cuidelines did five things.

I won't go through the entire statenent of them but | wll
sinply hit the highlights.

First and forenost, nost mergers that cone under
review by either the federal governnent or the states do not
i nvol ve any efficiency review, sinply because they do not
exceed the concentration threshol ds or because no
conpetitive effects story can be told or because entry | ooks
like it could be tinmely, likely, or sufficient to offset any
anti-conpetitive effects. The issue of efficiencies is not
reached i n nost cases.

Secondly, the states decided, for the reasons 1']|
get into in a nonent, to di savow expressing the efficiencies
i ssue as, quote, "defense," unquote.

Third, the states decided to preserve the clear
and convinci ng burden of proof on the nerging parties sinply
because they are the ones who are likely to be in possession
of that information and extraordinarily detailed information
that may be necessary to evaluate an efficiencies claim

Fourth, our guidelines, quite frankly, express
skeptici sm about efficiencies, that efficiencies can be
proved in nost cases.

Finally, we explicitly rejected the WIIlianmson

trade-of f nodel for evaluating efficiencies and adopted a
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price nodel

What's the rationale for this approach to
efficiencies? There are a nunber of reasons.

First, the states believe that redistributive
effects matter in nerger analysis. W believe that an
anal ysis of the original legislative intent of the C ayton
Act Section 7 provides that. And | won't get into the |egal
history or the statutory history here, but our guidelines do
cite sone of that legislative history. And we believe that
that is sonething that cannot sinply be disregarded.

That |eads directly to the inplication that the
W lianson trade-off nodel where allocative efficiency is
sinply traded off against or neasured agai nst productive
efficiencies is not appropriate.

Mor eover, when we were revising the NAAG
Quidelines in 1993, the states were aware and researched the
i ndustrial organization literature as it related to the
likely effects of nergers in markets that could be
characteri zed as oligopolies.

Mergers in these types of narkets are, by
assunption, the kinds of nergers that typically cause a
problemin ternms of the concentration thresholds or raise
red flags that there could be a problemthere, not that
there automatically is a problembut that there could be.

Typically, an industry characterized by an HH in
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excess of 1800 will have just a few firnms possibly able to
exerci se mar ket power independently or, nore likely, able to
affect price through tacit or express coll usion.

CGeneral i zing about oligopolies is always
difficult. However, even when one considers a w de range of
ol i gopoly nodel s, which characterize these kinds of markets
where HH threshol ds are breached or exceeded, it appears
that efficiency gains would have to be fairly large to
of fset the likely inpact of mergers in concentrated markets
on allocative efficiency and pri ce.

In a study expressly neasuring the
pricel/efficiency trade-offs that occur in oligopoly markets
that are of nobst interest to antitrust enforcers, Fisher,
Johnson, and Lande concluded that the NAAG Cui del i nes nost
appropriately nmatched up with the economc theory, the 10
literature, that tested the various nodel s agai nst the types
of efficiency gains that would have to be realized to
of f-set the lost allocative efficiency and transfers.

| won't quote the entire article. In nmy paper,
have a nore extensive quotation. But in one small part,

Fi sher, Lande, and Johnson concl uded that the nergers that
resulted in rmuch higher HH |evels or |arger changes often
requi red extensive savings in marginal costs, frequently
much | arger than one coul d expect from any nerger, and

certainly larger than one could predict reliably in advance.
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The NAAG Guidelines inplicitly use the
concentration thresholds nentioned as benchmarks regarding
efficiencies. As we discussed the revision of our
gui del i nes, we asked the question: How likely is it that a
nmerger that's less than our guidelines is going to have
efficiencies -- a problemw th efficiency?

And we concl uded that, for the nost part, we
woul dn't even reach that question because we woul d sinply
pass on the nerger so that that wasn't a concern. It was
t hose nergers that exceeded the guidelines, sonetines
substantially, where we would -- the issue m ght cone up.
And we concluded that, based on research |ike Fisher,
Johnson, and Lande, that the efficiency gains in those cases
woul d have to be fairly large to offset the likely
anti-conpetitive effects.

In other words, our -- the concentration
thresholds inplicitly include an assunption about
ef ficiencies.

Because of these concerns and because of the
concern about redistribution, the states explicitly adopted
a policy of efficiencies which incorporated the so-called
price standard for evaluating efficiency clains; that is,
where significant efficiencies are clained, "The merging
parties -- and I'mquoting fromthe guidelines here: "The

nmergi ng parties nust denonstrate that the efficiencies wll
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ensure that consuner prices will not increase despite any

increase in market power due to the nerger,"” end of
guot at i on.

I n other words, where concentration is high, the
NAAG Cui delines place the burden on the nerging parties to
denonstrate clained efficiencies, offsetting the inpact of
t he market power increase.

The NAAG Cui delines express -- contain a clear
presunption or statenent that it's unlikely that this test
will be net in nost cases. Thus, the 1993 revisions of the
NAAG Cuidelines left the door slightly ajar for such a
showi ng, but they accurately indicate that, where
post - nerger concentration figures are in excess of the
concentration thresholds, efficiency clains are likely to
be, at best, a tie breaker in very close cases.

Let ne turn to another reason for our position on
ef ficiencies.

Efficiencies are often very difficult to neasure
on a case-specific basis.

Not wi t hstandi ng this, the federal guidelines
appear to call for a case-by-case analysis of this and sone
kind of a trade-off between efficiency and market power.

However, the states concluded, based on their
experience eval uating nergers, that such a detailed

case-by-case reviewis very difficult to do with precision

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

1659
given the difficulty of nodeling the industry involved and
determ ning ex ante the cost savings that m ght accrue from
t he nerger.

Otentinmes, nerging parties have provided little
nore than epheneral stories about possible efficiency gains.
The one that cones to mind, in ny personal experience, is
the two hospitals that cane in and, after a fairly | ong
neeting, started tal king about efficiencies. And when asked
what they were, tal ked about the nerging of their |aundry
facilities. And that was it. And we quickly wote that one
of f as sonmething they could do without having to nerge. |
mean, it was obviously an efficiency they could gainin a
| ot of other ways.

But even when the stories have nore substance, one
encounters numerous theoretical and factual issues assessing
ef ficiencies, such as factoring in product heterogeneity,
allocating joint costs in a multi-product firm measuring
changes in quality and variety, and a nunber of other
factors.

Moreover, the states were unable to find nmuch
enpirical work which allowed for accurate predictions about
characteristics of nmergers. |Indeed, the states' skepticism
about all eged synergi es seened to be warranted not only by
the states' concern with individual nerger cases but al so by

the academ c literature.
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And I"'mreferring back to the tinme when we were
doi ng the guidelines analysis looking -- | recall |ooking at
the Porter studies of corporate synergies, Mchael Porter's
studi es of corporate synergies, and being unable to find a
| ot of convincing evidence that efficiencies were present in
many of these transactions.

In preparing for this hearing today, | attenpted
to find the nost recent studies that | could dealing with
synergies fromrecent corporate nergers; and the one that |

found that was nost recent is a recent Business Wek Mercer

Managenent Consultant study that basically concluded that
the synergi es expected to be realized fromany of these
| arger deals in the early 1990s have yet to be realized.
And wi thout quoting all of the excerpt that | put
in ny paper, | should note that the analysis al so concl uded
-- and I"'mquoting here: "...that nost of the '90s deals
still haven't worked. O the 150 recent deal s val ued at
$500 mllion or nore, about half destroyed sharehol der
weal th, judged by stock perfornmance in relation to the
Standard & Poor's industry indexes. Another third
contributed only marginally to it. Further, says Janes
Quel la, director of Mercer Managenent Consulting, 'nmany
deal s destroy a |ot of value.' Mergers and acquisitions, he

decl ares, 'are still a slippery sl ope.

The NAAG Cuidelines reflect the states' own sense
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of fallibility in the efficiencies area, given the
difficulty of predicting efficiencies or the |ack of
ef ficiencies and how such a finding would interact with
changes in market power caused by the proposed transaction.

That should not be read to suggest that the states
are hostile to efficiencies. | nean, we believe that
efficiencies are present in many deals. It's sinply that
when you' re establishing policy and benchmarks, one needs to
take into account the limtation of both the theory and the
data that m ght be available to apply that theory in
particul ar transacti ons.

And as we wote the guidelines and tried to
formul ate our policy towards this particular issue, we had
trouble conming up with a strong foundati on on which to
present a policy that was nore, shall we say,
"acconmodat i ng" of efficiencies.

Let ne briefly address this issue of quidelines,
because that is where the policy of the agencies and the
states is generally ensconced.

A rel ated reason for the NAAG approach to
efficiencies is that -- the reason enforcenent agencies
adopt guidelines to begin with, is to give clear benchmarks
where benchmarks are possible of the type of cases that
woul d i nterest an enforcenment agency.

In the exercise of prosecutorial discretion --
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because that is what we do -- the antitrust enforcers ought
to bring to bear the nost sophisticated 10O econom c theory
tools possible, provided there is data present to support
the application of the theory.

The FTC and USDQJ have denonstrated an
extraordinarily high | evel of sophistication in the nerger
anal ysis and in the exercise of their prosecutorial
di scretion.

However, where the theory and the rel ated
enpirical work are not sufficiently devel oped to extrapol ate
the clear benchmarks, it is best not to suggest in
gui del ines that every approach will or ought to be applied
with respect to nmergers in general.

Gui del i nes which provide that everything is
rel evant do not provide nmuch gui dance and nay potentially
undercut enforcenent, in ny view

For exanpl e, such guidelines may invite the courts
to attenpt to engage in such sophisticated anal ysis or place
t he burden for such analysis in a litigation setting on the
government, even though the nerging parties are the ones in
possessi on of nost of that information, and even though such
an undertaking is not likely to be done, in the words of
Ri chard Schmal ensee who | ooked at this specific issue back
inthe late '80s, "accurately, predictably, or quickly in

such a litigation setting."
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Let ne turn briefly to the issue of trade concerns
or export concerns.

Finally, it's been suggested that an efficiencies
def ense ought to be invited where it can be shown that a
nmerger could enhance the ability of the nerging entity to
conpete in international trade even where it may raise
prices in donestic markets.

Qoviously, if it didn't raise prices in donestic
mar ket s and there was no market power problem obviously,
this would not be a concern to antitrust enforcers. It's
only in the case where the exports are at the expense of
| ost conpetition or the increased market power in the
donestic market that this becones an issue.

The NAAG Gui delines do not establish
appropriately, in ny view, a separate and distinct provision
for the situation. It does not seemto be wise policy to
permt nergers that raise prices in donestic markets to
subsi di ze, in effect, exports.

First, the trade-off of donestic consumer injury
agai nst donestic job creation inplicit in this analysis
woul d seemto rival the WIlianson efficiency trade-off in
conpl exi ty.

Second, the redistribution of incone from
consuners to exporters and their enpl oyees, presunably,

seens inconsistent with the goals of the C ayton Act.
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And, finally, it would seem nore appropriate to
deal with this situation by nodifying market definition
nmet hodol ogy to take account -- if needed, to take account of
mar kets where foreign trade is likely to be an issue. 1In
ot her words, deal with it by defining the markets in a nore
realistic and accurate way than sinply allow ng that kind of
a trade-off.

Let nme turn briefly to a coorment, and I won't go
through all of ny statenent on this; but | would be happy to
respond to questions about it.

Al t hough the NAAG Cui delines di scourage a
case- by-case approach to the bal anci ng of provable
ef ficiencies agai nst increased narket power, the states
have, on occasion, carefully weighed clainmed efficiencies
agai nst anti-conpetitive effects of an acquisition and al so
exam ned whether a less restrictive alternative, such as a
joint venture instead of a nmerger, could be fashioned to
achi eve the efficiencies but avoid the anti-conpetitive
effects.

Al so, in declining nmarkets, the states have
formul ated renmedies to ensure that alleged cost savings are
passed on to consuners, especially where the transaction
results in only one or two conpetitors in a given narket.

The two cases cited in ny remarks deal with the

W liansport Hospital case and the Morton Plant Health
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Systens case, both of which were state cases. And in the
| atter case, was a case brought by the State of Florida with
the -- and the U S. Departnent of Justice, jointly.

In the Pennsyl vani a case, the Pennsylvania AG
negoti ated a consent judgnent which provided that the
mer gi ng hospitals, three of the four hospitals in Lycom ng
County in north central Pennsylvania would be allowed to
nmerge on the condition that their clainmed efficiencies of
$40 million over the five years woul d be passed on to
consuners in certain specified ways.

The consent judgnment then went on that, if those
provabl e cost savings were not passed on, the parties would
have to pay to the Pennsylvania Attorney General's office
the difference between what they could prove that was passed
on and what they had clained at the outset. And then the
Pennsyl vania AG s office would then distribute that noney to
the benefit of the consumers who may have been -- who had
not realized those efficiencies.

In the Morton Plant Health Systens case, the
proposed nerger was not allowed sinply because the USDQJ and
the Florida Attorney General's office concluded that nost of
the efficiencies that had been clainmed could be achieved --
if they could be obtained at all, could be obtained through
a consolidation of certain types of services w thout an

outright nmerger of the two entities.
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Now, the renedies that | just described were not
explicitly contenplated by the NAAG CGui del i nes when we
re-drafted themin 1992. Such an approach, however, is
consi stent with the observation of Areeda and Turner that
such efficiencies -- such an efficiencies defense should be
permtted where an industry is declining.

Where narket denmand is increasing, internal
expansion usually offers a viable alternative to a nerger as
a way to realize efficiencies.

Simlarly, the Morton Plant settl enent underscores
the states' reluctance to accept a nerger if an alternative
to outright nerger can be crafted which will achieve the
claimed efficiencies.

Sinply put, it remains to be seen whether these
ki nds of conduct-oriented injunction provisions can
accomodat e -- can be adm nistered effectively.

| know that some have suggested that, as an
alternative renedy, that nergers ought to be permtted
subj ect to being unravel ed several years later if the
clainmed efficiencies were not realized.

And that situation seened to pose the probl em of
t he proverbial unscranbling of the egg. Wereas these
remedi es, | think, hold out the prom se that perhaps they
won't require a massive review |later on but sinply some sort

of a clear analysis -- a clear-cut analysis at the end of
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t he day.

However, it remains to be seen whether this is
going to be an effective way to deal with the issue of
efficiencies.

Having said that, | think I will stop there.

COW SSI ONER STAREK: Wl |, thank you. Very
interesting. | wonder how that conduct renedy deals with
the cost of health care to consuners.

But, anyway, | think what | heard in your
statement is that we now have two votes for the
interpretation that clear and convincing evidence was
elimnated fromthe guidelines. So I think you agreed with
t he previ ous speaker on that.

| will be interested in the discussion period to
hear our two speakers who have gone so far discuss the
redi stributive effects and the inportance of that. | think
that sets up an interesting discussion.

Shall we nobve on to academ a?

Qur first professor this afternoon is another
returning alumus. TimMiris is the George Mason University
Foundati on Professor of Law, George Mason University.

And before he joined the | aw school faculty at
George Mason in 1988, Tim served as the Executive Associate
Director -- one of the Executive Associate Directors in the

O fice of Managenent and Budget.
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And before going to OVMB, he worked here, first as
the Director of both the Bureaus, the Bureau of Consuner
Protection, from'81 to '83, and the Bureau of Conpetition
from 1983 to 1985.

Tim al so serves as a Senior Fellow at the Progress
and Freedom Foundation. He is the Coordinator of the
regul atory law track at the George Mason School of Law and
is an adjunct scholar at the American Enterprise Institute.

Tim wel cone back. Thank you for com ng.

MR MJRI'S: Thank you, Comm ssioner Starek. It's
certainly a pleasure to be back in Room432. 1In fact, it
was 21 years ago this nonth I had the first matter that |
dealt with as a staff nenber before the Comm ssion; and |'ve
seen several configurations of the table in the room here.
So it's interesting to see another one.

COW SSI ONER STAREK:  Yeah, this is a new one,
isn't it.

MR MJIRIS: Yeah. | don't knowif it's true that
the difference between republican and denocratic chairs was
that the republican had a bigger chair than -- does Chairman
Pitof sky use a regular chair? The sane as everyone el se?

COW SSI ONER STAREK: Absolutely. But he does
like to sit sonetines at the end of the table as opposed to
t he m ddl e.

MR MJRIS: Yeah, that was a -- that was a
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configuration once, too, with the chairman at the end.

| spent a lot of tine over the years on this
efficiency issue, and I think it's inportant to understand
that if anything cones out of what the Conmm ssion is going
to do, | suspect it will be sonething Iike guidelines.

And hearing what the discussion of what guidelines
should do, I'mrem nded of the scene in the first

Ghost busters novi e where Si gourney Waver, possessed by sone

denon, comes on to Bill Miurray; and Bill Mirray says: "I
have a rul e agai nst being involved with clients.” And after
further events he says: "Well, it's not really a rule.

It's nmore of a guideline.”

So | think whatever conmes out of this, there wll
be -- if the Comm ssion does -- which | hopes it does --

i ssue sonme statenent on the role of efficiencies, there wll
be sone anbiguity.

It's clear that over the years, the governnent has
been hostile to efficiencies defenses. And | -- although,
don't nmean to |limt what | have to say to nergers, nobst of
t he argunents have been in the merger context, so I'll focus
on nergers.

And | think it's tine for the governnent to
re-evaluate the efficiency argunents and to approach
ef ficiency w thout undue skepticism

And et nme focus on three issues that are
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frequently raised as standards that | think are part of that
undue hostility.

The first is the so-called "pass-on defense.™
t hi nk where that conmes from-- it cones out of the academ c
debat e about the so-called WIIlianmson i ssue and whet her we
ought to have consuner standard, price standard, or an
al l ocative efficiency standard.

Al though | think that's an interesting issue --
and I've witten about it nyself -- | think it illustrates a
typi cal academ c tendency to focus on interesting issues
that are enpirically relatively trivial, because the truth
is that there are few cases that, in nmy experience as Bureau
Director, in following nmergers that both raise -- where
you' re tal king both about a price increase and a reduction,
in fact, if the governnent had the burden to show, even in a
likely sense that price would rise in a typical nerger
transaction, it couldn't neet that burden.

| nst ead, the governnent bases a presunption of
anti-conpetitive effect using concentration thresholds and
usually belief that entry is difficult; but the enpirical
work provides at best -- and really at best -- only a weak
basis for that presunption

To the extent that the current research -- if you
were | ooking for a consensus in the current research -- to

the extent it supports any thresholds, you would have to
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have consi derably higher concentration than the so-called
"hi ghly concentrated” now, and it would have to involve the
| eadi ng firns.

Now, | don't object, given the prophylactic nature
of Section 7, to allowing a weak presunption to prevent a
nmer ger absent efficiency evidence. But if you do have
likely evidence of efficiency, then what the pass-on test
does, it presents an additional hurdle to the merger when no
obstacle is justified, even -- and | think this is true --
if we accept the pass-on standard. Because what the pass-on
requirenent is it's a clever nethod to require the nerging
parties to show that the nmerger will not increase prices,
because the theoretical justification for that standard is
to ensure that the nerger will not, in fact, result in an
increase in price.

And so what that standard effectively does is turn
what shoul d be a weak presunption, in the typical case, into
a strong one.

So | think that requirenent ought to be
elimnated, and it ought to be elimnated even if you
believe in a so-called consuner standard.

The second issue -- and |ike Comm ssioner Cal vani,
"Il try to be brief.

The second issue is: Wat types of cognizable

ef ficiencies ought to be recogni zed?
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And here again, the agencies have -- particularly
at the staff level -- have fought broadening an efficiency
defense. The guidelines tal k about production efficiencies,
transportation efficiencies, give sone grudging recognition
to admini strative expenses.

But | think the enpirical literature shows there
are other types of efficiencies and practical experiences in
cases that ought to be recognized. And let nme just list a
coupl e.

Capital raising efficiencies. 1t's clear that
they are one of the nobst persistent advantages of corporate
size. | cite in ny testinony sone estimates. In a world of
positive transaction costs, which is the world that we |ive
in, I think that sort of advantage is inevitable.

Second, are pronotional economes. | know Bill
MacLeod di scussed the strange anbiguity towards those
econoni es that's exhibited by those who oppose recognition
of those economi es.

The Commi ssion has a | ong and proud history, going
back to when Bob Pitofsky was Director of the Bureau of
Consuner Protection, of striking down barriers to pronotion
and recogni zing the inportance of pronotion.

One of the things that then BCP Director Pitofsky
did was get the networks to drop bans on conparative

adverti sing.
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The work of George Stigler and many ot hers has
convi nced econom sts and the Conm ssion that barriers to
advertising and pronotion ought to be struck down.

And | think that's one of the nobst bipartisanly
consi stent and best aspects of the Commi ssion's enforcenent,
agai n going back into the early ' 70s.

Yet, when it cones to an efficiencies defense,
there's sone unwillingness to say: Well, but that's
different; that's on a different | evel than other types of
efficiencies. | don't think that should be the case.

Manageri al economies | also think are very
inmportant. | was the Director of the Bureau of Conpetition
when Terry Cal vani was in the Conm ssion najority when the
CGeneral Mbdtors/ Toyota joint venture was approved.

One of the reasons it was approved was because of
a chance to apply what was felt to be and |I think has been
shown to be superior Japanese managenent techni ques.

More recently, ADM acquired Cinton Corn
Processing. And during the Reagan admi nistration, the
Antitrust Division vigorously fought that nerger and tried
to throw every obstacle it could in front of an efficiency
def ense.

But one of the governnment's own w tnesses when
asked, if you could pick one conpany to do the nobst good for

A inton, what would that conpany be? And the w tness said:
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ADM

Now, part of what's going on here is sort of hard
to separate nmanagerial from production techni ques from ot her
kinds of efficiency. But if you say nanagerial doesn't
count, then you get into that strange box that the
government tried to get itself into in the ADM case.

The governnent |ost the ADM case, but the judge
didn't feel that he had to -- in his opinion, get into the
ef ficiency issues.

The last issue | wanted to discuss is this
guestion about whether efficiencies have to be unique to the
transaction, which is sonetines thrown up as a standard.

And | disagree with that standard because it's one of
capability or feasibility and not one of cost benefit, when
cost benefit is what Section 7 is all about.

The focus should not be on whether one nethod --
anot her nethod exists to obtain | ower costs but whether --
but conparing the two nethods in terns of their cost to the
two nethods and the relative speed of inplenentation of the
two alternatives.

The nere possibility that cost savings could be
achi eved through an alternative neans is not the right
issue. In particular, internal expansion -- which is
frequently said, well, let themexpand internally -- is

unlikely to occur in certain cases.
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| ndeed, one of the benefits of the new guidelines
was recogni zi ng what additional capacity could do to a
mar ket in terns of focusing on entry. Additional capacity
m ght drive down price and create a disincentive to make
such an investnent in the first place. And that's found to
be relevant in the entry context. And it certainly ought to
relevant in the efficiency context in talking about the
relative attracti veness of internal expansion.

| think the Suprene Court in GIE/ Sylvania, when it
said that antitrust |aw shouldn't channel transactions into
one formor another, that that's unlikely to further
significant social goals. | think that's sonething we ought
to remenber in the efficiency context.

Well, here we are in 1995 where nost people -- |
think the debates of the '60s where efficiency was thought
to be a reason to strike down nergers -- | nean, we have
noved beyond that. It would seemto nme axionatic that
nmerger |aws should be interpreted to realize the further
real i zation of such efficiencies. The governnent,
unfortunately, still presents obstacles to an efficiencies
defense. And | think that it's tinme to end this |ast
vestige of the bygone era of antitrust |aw when the |aw too
often serves conpetitors and not conpetition

Thank you.

COW SSI ONER STAREK:  Thank you, Tim Very
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hel pful. Appreciate it very nmuch

Well, it looks |like we're going to have an
interesting and lively debate here after the break.

But before the break, we need to nove on to our
final speaker this afternoon who is Joseph Brodl ey.

Prof essor Brodley is a Senior Associate Dean for
Research, Professor of Law and Econom cs and Keni son
Di stingui shed Schol ar of Law at Boston University.

Al so, fromthe 1989 to 1990, Professor Brodl ey
served as the Dean ad interimof the Boston University Law
School

Prof essor Brodl ey has served as a consultant to
the Antitrust Division of the Departnent. And from 1992 to
1993, he served as a consultant to the United Nations
Devel opnent Project, People's Republic of China on issues
relating to drafting their conpetition |aws.

Prof essor Brodl ey, thank you for com ng.

MR. BRODLEY: Thank you, Comm ssioner Starek.

" mgoing to focus ny remarks on the issue of how
can we best nmake an efficiencies defense operational ?

Thus, 1'll assune that it would be desirable to
have an efficiencies defense and try to set up -- or state
the framework of such a defense, focusing on how actually to
try to use these tests that could be applied.

It seens to ne the essential structure of an
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ef ficiencies defense nust involve a two-stage proceeding, an
ante review to identify cases where efficiencies are
pl ausi bl e; and an ex post verification that efficiencies
have been reali zed.

| think there are many advantages in such an
approach. It substitutes for what are now often extravagant
but nmore inportantly difficult to assess advance clains the
actual test as to whether efficiencies have been realized.

O course, no test such as this will be perfect, but it is a
| ot better to do so before the fact.

Such an approach is information-conserving; that
is to say, it allows the agency to use an over-incl usive
approach at the ante stage when information is scarce
because |l ater when information is nore plentiful, it can
correct any overextension.

It al so serves as a separating nmechanismin the
sense that parties, knowing that their clainms will be
subject to review, will rationally desist in making clains
that they don't feel they could |ater verify.

The essential framework of this would include,
think -- and | agree, | think, in substantial part with Tim
Muris -- all types of productive and innovation econom es --
not necessarily everyone he nmentioned; but in general, |
t hi nk he has expressed hinself that way in the past -- |

woul d not require pass on for the reasons that, | guess, he
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and Terry Cal vani stated; but | think also for two other
reasons.

One, | think the conditions for screening such an
ef ficiencies approach at the ex ante stage can provide for
sonme eventual pass on by structuring relationships --
restraints so that they are not perpetual.

And second, because when we are tal ki ng about
productive and i nnovation efficiencies, these have effects
on other parts of the econony; and even fromthe consuner
standpoi nt may actually create nore weal th than woul d be
harnmed by a deferred failure to pass on efficiencies.

The interimperiod, | would suggest, it would be
fromthree to five years between the ex ante and ex post.

And finally, such a proceedi ng woul d be based on
t he consent of the parties who would agree to it and woul d
agree to accept a renmedy which ideally should be specified
in advance and | think I would go farther and ask them --
parties to actually suggest the renedy they think would be
adequate. They wouldn't necessarily get that renedy.

Now, turning to the two proceedings, the ex ante
procedure is designed to screen the proposed col | aborati on,
nmeani ng either a nmerger or a joint venture. So sone
standard has to be established for that.

And | think the -- a showing -- a prina facie

showi ng, not a conclusive showing that this transaction is
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likely to produce efficiencies of 5 percent or greater would
be a good benchnar k.

Secondly, the ex ante proceeding should elimnate
hi gh conpetitive risk cases. 1In the recognitioin of
econonies area, and referring specifically to mergers,
think a good cutoff as any is that that's been proposed by
t he Chairman before he becane Chairman, the 35 percent
mar ket share or 1800 HHI; al beit, that won't save too many
mergers, since nost nergers below that anmpbunt aren't in
trouble, as | understand it.

But clearly that approach, to nmy m nd, should not
apply to joint ventures. A higher Iimt is needed for them

because of the | esser nature of the restraint; and clearly,

it won't apply -- shouldn't apply to innovation joint
ventures -- or innovation coll aborati on.
| nnovati on collaboration, | think the standard or

cutoff should be either single firmdom nance or |ess than 4
R&D centers, actual or highly potential, sonething al ong
t hose | i nes.

The prima facie proof, what would that consist of?
Well, it first, | think, would consist of the parties' own
pl ans and, even better, engineering studies indicating that
t hese efficiencies are prom sing.

Second, it could consist of past experience in the

i ndustry or conparable industries of simlar mergers or
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j oi nt ventures.

Third, if available cross-industry studies would
be useful .

And fourth, of nore limted use but still of sone
use, would be a stock narket study showi ng how t he market
antici pated the increase in value foll ow ng the announcenent
of the merger. Only a prima facie show ng, though.

A less restrictive alternative I think is an
i nportant condition, but it shouldn't be extended in the
ways that Tim was suggesting. | think, it would sinply nean
that any other alternative, which is suggested, would
i nvolve significantly higher costs relative to the
ef ficiency gain.

So if the efficiencies -- well, | think that's
clear. | won't explainit.

Now, turning to the ex post proceedi ngs, other
parties are free for a period of three to five years,
dependi ng on the nature of the case.

The issue at the ex post proceedi ng, essentially,
I think should be, have the costs of these nmerging or joint
venturing firns fallen relative to rivals? 1It's not enough
if their costs fall over tinme, because the costs of firns
generally fall over tine.

Now, breaking that issue down, let's first | ook at

pl ant | evel econom es.

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N Bk

N NN N NN R R R R R R R R R R
ga A W N P O © 00O N oo 0o~ W N+, O

1681

Here -- and | want to bear down on how this is
going to be proved, or how | suggest it could be proved.

At the plant |evel, the data could be pretty good.
Engi neering studies are avail able, which are expensive but
quite effective, and statistical cost analysis is also
avai |l abl e because there are sufficient observation points
when you get to plants to actually nmake such studies.

There are other tests that could be used and they
woul d be admi ssible of course, but | think those tests could
be the primary approaches and coul d be effective.

The problemis that the inpact -- the social
i mpact of this is limted because, as | read the literature,
nost plant scal e econonmies are realized at pretty snal
mar ket shares. So it's worth doing, of course; but if we're
going to nmake an inpact, we have to get to the firmlevel
And there it gets nmuch nore sticky with respect to tests.

And what | would |ike to suggest for your
consideration is a nmultiple test approach. And the multiple
test woul d be broken down into sort of three kinds of tests:
First, input based tests which provide a screen, an initial
screen, as |'mgoing to suggest; second, conparative tests
which will test how this collaboration conpares with what's
goi ng on el sewhere in the industry; and third, confirm ng
tests.

Okay. Looking at the first, input based tests,
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the input based tests are very limted because, in sone
ways, if you say this is -- if you do these things, apply
t hese R&D resources, you pass the efficiency test. O
course, all effort focuses on the inputs, not the results.

But nevertheless, it may be clear that certain
i nputs are necessary -- not necessarily sufficient -- to get
an efficiency result.

If that's so, then those could be initial hurdles
whi ch woul d be necessary for the parties to confront.

For instance, if two hospitals, say they are going
to, in effect, consolidate their operations and they don't
consolidate, then they haven't net this ex ante condition
and woul d have failed at the first stage.

Second, conparative tests are needed. And this is
where it's necessary to get beyond the engi neering studies
and statistical cost analysis which aren't as effective in
ternms of conparing one firmw th another. They can tell you
what's going on within a firm But to actually make this
conparison, it would be extraordinarily difficult and the
data often not avail abl e.

Here, 1'd rely, first, on the survivor test; and
not as a sole test but as one anbng several tests.

Basically -- it's hard to explain this very
qui ckly, but basically the survivor test sinply asks whet her

a firmhas grown relative to its rivals?
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Actual ly, the survivor test asks, in economcs,
whet her the firmhas survived in the market; so |'m pushing
it a step further. Wether the firmhas grown, has proved
t hrough the market that it has superior qualities over tinme.
Now, to the extent -- that test has sonme probl ens

init, to be sure. To the extent that test is doable, it

fits very good in the legal process. It's sonething that an
agency could apply. It's something the courts find
congenial. They use that type of analysis already in cases

such as BM and Aspen have aspects of this. And it has sone
drawbacks, to be sure. But as | specify in at length in ny
paper, | think all of these drawbacks are nanageabl e.

It's over-inclusive; but that's okay, too, because
other tests will be applied as well. And | think it,
therefore, is a very effective test within the group of
tests.

A further test that could be applied is a stock
mar ket test, although now nmade nore difficult because we
wer e tal king about stock market val ues over a period of
years; and there's an awful |ot of noise in that sort of
t hi ng.

Nevert hel ess, you woul d expect that if the
efficiencies have been realized that the stock market val ues
woul d i ncrease, provided that you can actually conpare the

firms. O course, if it's just one division of a firm
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stock market won't be very useful

O her tests are not very effective, but one that
m ght be different is, if particular assets that are -- as
to which the efficiencies were clainmed have been sold off in
the market, that m ght provide -- for instance, in the
credit card field, credit card assets when sold off conmand
val ues three tines the val ue of other banking assets.

That's sonme sign that there's profitability in such assets.

Now, of course, profit doesn't equal efficiency.
Profit could be gained through cartelization, through
pecuni ary economnies and so forth. So sone confirmng test
needs to be applied to try to connect this with real
ef ficiencies.

And here's where we can go back and, | think, use
t he engi neering studies and statistical cost analysis but at
the firmlevel. You then ask whether this firm has
increased its own efficiency as significantly. And these
studi es could actually, plausibly, reasonably effectively,
identify whether, within the firm efficiencies have been
obt ai ned.

So, if you find that conparatively it's done well
on tests which are admttedly over-inclusive but then
confirmed by showing that historically, within the firm
it's doing well. Indeed, even a profit test m ght not be

out of the question because firns are not free to sinply
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change accounting standards willy-nilly. So on their
accounting standards if significant inprovenents are seen,
that m ght help. Again, none of -- no one of these can be
sufficient. They'd have to be put together as a group.

Well, I'lIl just say a couple of nore things
because |I've used up ny 15 mnutes. But if |I could just
t ake another minute or two, | would |ike to.

Should interimanti-conpetitive effects be
adm ssi ble at the second proceedi ng? Objection, of course,
that they shouldn't be because you're re-litigating the
case; and that shoul dn't be.

But it seens to ne that -- and it should be
relevant if, with respect to the very calculation that's

i nvol ved, anti-conpetitive effects have energed.

On the other hand, as in the General Mbdtors/Toyota

case, if it's shown that restraints are no longer a rea
oncern, that should be free to be considered, too.

The burden of proof on the ex ante proceeding
shoul d be on the parties to show that the efficiencies have
been realized but on the Comm ssion to showif, in fact,
there are any anti-conpetitive effects emanating fromthe
approved col | aborati on.

A final consideration | would Iike to suggest to
you is that these policies, if viewed favorably, can be

adopted increnentally.
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First of all, the case -- the FTC can be extrenely
selective in the cases in which it applies this.

Second, it can adjust its approach to the type of
efficiencies. |If it thinks plant efficiencies are the nost
salient, it could admt nore of those cases. |If they find
nore of them where it nakes a difference, they can utilize
the defense | ess frequently for firm productive econom es
and firminnovation econom es.

However, | think they -- and | guess ny final
point is, | don't think it would be wise to just limt it to
pl ant economies initially, because it's inevitable that
cases are going to cone along where |large clains are nade at
t he productive and innovation |evel; and the econom es are
going to have to be dealt with, of course, not necessarily
by this approach. But it would be valuable to start on a
very -- on sone basis, applying the two-stage ex ante, ex
post approach in the productive and innovation |evel where,

I woul d suggest, the econonies to be gained are so nuch
| ar ger.

COW SSI ONER STEI GER: Professor, one question, if
I may, although, it's got a couple of parts, your suggestion
that -- your regine, if | may, could be applied selectively
at the discretion of the agencies is a very interesting one.

How woul d you counter criticism should they

arise, that this was uneven enforcenmnent and sonewhat
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qgui xotic, that this option was not extended to al
i ndustries?

And the second potential criticismwould be
uncertainty for industry, that they would have to live
t hrough a defined period of tine, presumably |ooking at us
over their shoul der, and not knowi ng the end result, that
this could be wasteful, so to speak, of innovation efforts.

They may not be real criticisns, but | suspect we

woul d hear them

MR. BRODLEY: Well, no, no. | agree, they're real
criticism

Well, as to the first question, that it wouldn't
be applied to all industries, | mean, | think it would be
applied to all industries; but what you nean, if you only

take a few cases, you won't be applying it to everybody. So
put it that way.

Well, the cases that you would apply it to would
be those where you find the efficiency clains are | argest.
So you woul d be applying it to those where the efficiencies
are the greatest.

| nmean, there's always going to be -- whatever you
do, there's going to be judgnment in which cases, in a sense,
pass the ex ante screen.

In other words, it's how you -- at the ex ante

stage, what do you set the ex ante level at? Wll, the
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words woul d be "substantial" efficiencies. But if you find
that, for instance, innovation efficiencies are nore
probl ematic to predict, then your substantiality |evel would
justifiably be high at that |evel.

| think the differentiation m ght be between types
of efficiencies in the sense that you would order the
efficiencies. |If you found plant |evel the nost solid, then
t he degree of conviction -- or the degree of evidence that
m ght have to be shown there m ght not, say, have to be as
powerful -- or let's say overwhelmng. |[If you find the
production to be | ess and innovation to be even less in
terms of the difficulty of proof, it seens to nme, you sinply
differentiate that based on the parties' ability to prove
t hem

But | think it would be even handed as to type of
efficiency, to summarize that. And your judgnment on the
type of efficiencies would be your view as to how difficult
they are to prove.

| don't think you need to take that approach. |I'm
suggesting, | think that's an option you could take. You
coul d decide not to qualify your approach to any of them
Indeed, | mght do that if | were making the decision. But
I'"mjust suggesting an option would be to order your
t hought s that way.

As to the second question, as to the uncertainty,
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I think that that falls into place when one realizes that
this procedure takes no right fromany party that they now
have. No party need submt itself to this procedure. It
can go through the normal type of review where it can
present its efficiencies, as it now does; and the Conmmi ssion
will recognize it or not recognize it. It can utilize al
t hose rights.

This represents an option that they don't have,
and it's an option that any firmcould seek to do. And if
it they don't like the conditions that the Comm ssion wants
to put onit, that is to say the kind of relief they expect
if doesn't go through, they could say: WlIl, gee, we prefer
not to do a two stage; we'll just present this as it is for
the normal exam nation. They won't have | ost anyt hing.

They will be presenting the sane efficiencies in either
case. And then they can avoid this uncertainty.

Soit's only -- and, finally, it's only as to a
transaction that you woul d have opposed in the absence of an
efficiencies defense.

So you give theman option they don't have. And
that, it seens to ne, places themin a better position, not
a worse.

COW SSI ONER STAREK:  Thank you, Professor. Thank
you for a very detail ed explanation of a very interesting

approach to neasuring and anal yzing efficiencies.
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| would |ike to point out that we're fortunate
today to have Dr. Roberts from our Bureau of Econom cs who
al so has recently expounded, at sone |length, on very
interesting ways to | ook at and measure innovation
efficiencies that result fromcertain transactions. So |
will enjoy the discussion after our break between the two of
you.

| would like to, just before -- we need to give
our reporter a rest. But | would like to say that | think
the one thing we all seemto agree on is that -- and there's
not much, but there is one thing -- and that is that in sone
transactions, efficiencies are produced.

And the problemthat we face, and that you have
been addressing today is: Wen are these efficiencies
produced? And how are these efficiencies neasured? And how
are these efficiencies to be analyzed? Are they part of a
conpetitive effects analysis? O are they a defense to the
prim facie case?

So | would |ike to concentrate on that.

And the other thing | would |ike to concentrate on
this afternoon was a scenario -- or not a scenario, but a
description by one of our previous wtnesses who is an
active practitioner before the enforcenent agencies.

And he basically said that it's his experience and

a lot of other practitioners' experience that, when they
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come to the agencies and they begin to tal k about
efficiencies, the first thing they hear is: Ch, well, those
aren't cogni zable; and they're really difficult to neasure.

And then if they get past that hurdle, the next
thing is: Well, those aren't nerger-specific. Some of the
poi nts that Professor Miris raised.

And then, finally, the agencies will go: Well,
yeah, nmaybe they're nerger-specific; but, you know, they're
not going to be passed on to consuners.

So |l -- and as | said, Professor Miuris addressed
this; and 1'd like all of us, after a 10-m nute break, to

take up these points.

Thank you.

(Recess.)

COW SSI ONER STAREK: Ckay. | think we're ready
to reconvene. | think Conm ssioner Steiger will be

rejoining us shortly, but I think we ought to nove on.

So let's take up a couple of the points that |
rai sed right at the conclusion of the first part of this
sessi on.

Let's say that we have a transaction, maybe a
merger, where it looks like it's likely that there's going
to be an anti-conpetitive effect here, that output is going
to decrease or there is going to be a 5 percent or nore rise
in price.
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How is it, then -- but the parties are arguing
t hat we have substantial efficiencies.

How are we, how are the enforcenent agencies
supposed to analyze this? Are we supposed to anal yze the
efficiencies as part of the conpetitive effects anal ysis?

O are we supposed to analyze this as a defense to the prim
faci e case?

Any takers initially here?

Ti n®?

MR MJRIS: Well, | understand that in previous
panel s, there's been sonme suggestion of |looking at it in
ternms of the conpetitive effects; but that doesn't seemto
be particularly logical at all

There would seemto be no need to get into
justifications unless you think you' ve got a problemin the
first place; and, so, therefore, you ought to look to see if
you' ve got a problem If you' ve got a problem then you
| ook to see if there's sonmething on the other side.

| nean, it seens to me to be as sinple as that.

MR. ROBERTS: | guess I'ma little surprised, just
to follow up on that, in that one view that you hear
expressed -- and |I'd |like your comments on it -- is that a
probl em wi th doing efficiency analysis only in the second
stage, only after you have decided that there are

significant potential anti-conpetitive effects, is that it
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i mbal ances the analysis in that -- for instance, | think
Kevin Arquit, anong others, has suggested that, perhaps, we
ought to |l ook at efficiencies nore in the initial evaluation
of a nerger in trying to determ ne whether it's primarily
ef ficiencies versus market power inplication that is driving
the transaction, in the first place.

Do you feel that that's a viable alternative and
that that has --

MR MIRIS: Well, look, if what you' re talking
about is what happens at the staff |evels, theoretically,
big underline, theoretically, the staff is supposed to
present the Comm ssion with -- you know, having been here, |
know this doesn't always work that way in practice -- you
know, with as unbi ased a view as possible of as many issues
as possi bl e.

And now that, given that people are people, is not
-- you know, doesn't work 100 percent well. But | think,
for the nost part, when | was here, the staff at |east
tried.

And in that context, | think the staff ought to --
if it thinks it's a -- you know, if it thinks it's a close
case ought to try to take a |l ook at efficiencies.

But even at the initial level, it seens to ne the
staff is going to nake sone cut. And the first cut is going

to be, at least inits mnd, on sone idea of
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anti-conpetitive effects, isn't it?

And if they don't think there are anti-conpetitive
effects, isn't it going to be over.

M5. DeSANTI: | guess, | thought that Comm ssioner
Starek was asking a really inportant, nore fundanenta
guestion. And | might think about it in the context of two
possi bl e scenarios. And let ne lay themout, and one |I'm
going to crib from Terry Cal vani, which is his short exanple
in his testinmony of imaging that you have a narket where
there are three or four firns but you' ve really got one
predom nant producer with 70 percent of the nmarket who's
setting the price and the others are price takers.

| f Nunmber 3 and 4 get together, is there any
anti-conpetitive effect that cones about through that, is
one of the questions raised in his testinony?

And should we think about it, then, in a sense, do
you need to get to cost reductions and efficiencies in order
to answer that question? So that's one exanple that | woul d
i ke to have people speak to in terns of whether they think
that efficiencies are relevant in that context.

The second is a case in which you have an
anti-conpetitive effect; but under some assunptions, which
Kevin O Connor nay not agree with, having to do with the
Wl lianson nodel, if there are going to be | arge cost

reductions, then there is, in certain circunstances, a
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substantial |ikelihood that those cost reductions will be
passed on to consumners.

And in that case, should we be |ooking at the
transaction in terns of efficiencies? O should we be
trying to assess nore, in sone sense, when the conpetitive
ef fects nodel doesn't apply as we have thought about it in
terms of coordinated interaction or unilateral effects?

COW SSI ONER STAREK:  Kevin, speak up.

MR. O CONNOR: Let ne respond to that first with a
general coment. And | think the thing that drives both the
NAAG gui delines and the federal guidelines is a question of
who has the information about efficiencies.

And when you first hear about a proposed nerger

and you read the Wall Street Journal or the paper, | nean,

everyone has an intuitive sense of what narkets may be

i nvol ved, what products nay be involved, and so forth. You
may not have the detailed information yet, but everyone has
it.

You don't know about efficiencies sinply because
that information is internal to the firm |It's also often
regarded, essentially, as our experience has been, as a
trade secret and kept close to the vest. And so
consequently, that is not sonmething you' re going to |learn at
the outset or even have an intuitive understandi ng of when

the nerger is first announced.
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Now, having said that, that doesn't answer the
i ssue; but that sinply poses the problem that is, that you
don't have that information up front oftentinmes; and so
you're starting off, in your analysis, |ooking at the things
that you can neasure, that is the nmarket definition, the
potential conpetitive effects that aren't related to
efficiencies and so forth.

You may eventually get sone information concerning
efficiencies. But presumably -- and that's one of the
reasons why the NAAG guidelines call upon the nerging
parties to produce the information regardi ng efficiencies
and puts the burden on them at |east at the stage where

di scretion is being exercised by the agency.

Now -- and | believe that that -- if you | ook at
the federal guidelines as well, efficiencies are sort of off
to the back of the guidelines in Section 4, | believe is;
and | think there's a reason for that. | think it's

inmplicit that that information is going to be difficult to
obt ai n.

Now, |let ne respond to your hypothetical about the
70 percent with the two snmall rivals merging.

| think it would be appropriate, in those cases,
if the parties can produce sone evidence that shows that the
two nerging firms, the small firns, are going to be able to

| oner their prices and becone nore conpetitive with the
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dom nant firm and sonehow becone nore of a thorn in the
dom nant firms side, you know, obviously, it's going to be
a very fact-specific test, however.

And | think it would be appropriate to put the
burden on themto show that they can come in with a | ower
price. | mean, | wouldn't rule out efficiencies at the
conpetitive effects stage of the analysis. But | think it
woul d have to be fairly conpelling evidence that it is, in
fact, going to induce nore conpetitive rivalry anong the
remai ni ng firmns.

MR. CALVANI: | don't think that's Ms. DeSanti's
hypot hetical. As | understood the hypothetical, as
re-posed, it was that there's no assunption that the two
smal ler inefficient firnms that nerge ultimately produce a
reduction in prices.

M5. DeSANTI: Let ne just attenpt to clarify.
This is the problemw th trying to restate soneone's
testinmony, and I'Il let you restate it any way that's
accurate to what your original hypothetical was, Terry.

| think it's ny perception that your testinony was
that you could say that, you know, regardless of whether
firms could cone in, as Kevin suggests, and have sone
stories about how they would be able to reduce price and
beconme nore effective conpetitors that there would be no

reduction in conpetition because there isn't a very
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conpetitive market to begin wth.

MR. CALVANI: Well, that brings me to answer the
guestion that | thought you asked. And -- |let ne nmake two
points, if | mght.

| think there are two different kinds of questions
on the table. The question that Comm ssioner Starek asked
at the very beginning mght present a situation where we're
tal ki ng about appl es and oranges.

| find nyself in agreenent both with Professor
Muris and M. Arquit and agreeing with M. Miris --

Prof essor Muris on the way that ones goes about naking the
| egal analysis. That is, a prina facie case before you get
to the defense.

On the other hand, | think what M. Arquit was
suggesting is that, as a practical matter, the way that the
staff -- and for that matter -- private parties ought to
anal yze nergers when they're first presented to themis to
say: Wiy do the parties want to nerge? And that that may
be a useful techni que of begi nning one's anal ysis.

| know that -- since comng to private practice,
that's very often the very question | ask ny clients, even
though | fully recognize that, in ternms of steps one takes
doing a legal analysis for a brief, that would probably not
be the first question that one would present.

Wth reference to your question as to whet her
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there is a dimnution in conpetition or an efficiencies
defense in the first hypothetical, I'mnot sure that it
frankly matters a whole | ot the way one approaches it.

In my owmn view, Section 7 talks about a reduction
in conpetition. And if there is no conpetition to reduce,
don't know how you can be faithful to the statute and claim
a prima facie violation of Section 7.

So I would not find there to be a problemin the
first instance.

Nonet hel ess, the last tine the Conm ssion -- the
last tine of which | amaware that the Conm ssion addressed
that it reached a different conclusion. And if that were
the way that one chose to proceed, then at |east in that
event | would say that the efficiencies defense ought
justify that transaction.

One last word, and | will be quiet.

| find nyself a bit like Alice waking up in
Wbnder | and thi s afternoon because curiously, | find nyself
in substantial agreenent with Kevin O Connor's
characterizati on of Merger QGuidelines. The way that he
bel i eves that Merger CGuidelines read today and the way |
would |ike themto read are strikingly simlar.

And so I'mwilling to confess error this afternoon
and say that he's right and to cite these hearings in the

future for that proposition
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At the sanme time, | find nmyself curiously
di sagreeing with Professor Muris on the rel evance of the
redi stributive consequences of antitrust. | fully agree
that the WIllianmson trade-off is one that's nore interesting
in the acadeny than it's ever been in this roomor in
private practice.

However, it becones inportant because so nany
peopl e enbrace redistributive policies as a rationale for
posing efficiencies. W've seen that here this afternoon.
And | think that nakes the redistributive goals inportant if
for that reason and no ot her.

MR. BRODLEY: Could I reply to your question,

M. Conmm ssioner?

COW SSI ONER STAREK: Pl ease.

MR. BRODLEY: | think it's helpful to contrast the
Sherman Act and the C ayton Act.

In the Sherman Act, it's clear that the
efficiencies analysis is a part of liability and the two go
together, and sonetinmes it's nore feasible even to start
with efficiencies if that issue is sinpler than the
anti-conpetitive effects.

But anyway, they are blended into a single
judgnment. But that's because -- that works, | think,
because you're dealing with real effects. But in the case

of the Clayton Act, you' re dealing with incipient
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anti-conpetitive risk; and it's been pointed out, there
isn't any necessary effect at all, sinply a feared future
ef fect.

Then it would, | think, hopelessly conplicate the
analysis if, at the same tine, you apply into that begi nning
anal ysi s whether the feedback of efficiency. It's nuch
better to see if there is first such a probable future
effect, based usually nostly on structural factors. And
then say, yes, but is it overconme by the efficiency
potential in the transaction? And separating, it seens to
me, hel ps to nake that clearer.

As to the hypothetical of noving fromfour to

three firms, no effect on conpetition or efficiencies, |I'm
not so sure that that is innocuous. |It's true that the
small firms are small, but you' d nove the centers of

deci si onmaki ng fromfour to three. You ve made a -- in gane

ternms, you've nade it a nmuch sinpler gane for the parties to
coordi nate activities.

So if there are no benefits, you know, 1'd want to
| ook at that pretty closely before saying it doesn't present
a problem

MR MJRIS: |If | could say one thing, | agree with
Commi ssioner Calvani's reformulation of the |egal issues
versus the, you know, sort of sitting around and trying the

-- and the strategic issues. That's a good way to put it.
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And part of what happens is, in the face of
uncertainty -- well, let nme back up. As a logical matter,
anti-conpetitive effects, in ternms of |ooking at unilateral
or possible collusion or whatever, that is a separate issue,
froman efficiency defense; but obviously, in a world of
uncertainty, if you have a good story about why the parties
nmerge, | think that, inevitably you know, given uncertainty
about the conpetitive effects, that inevitably nay wei gh on
your m nd.

So | nean, | think in an investigative stage, if
that's what Kevin Arquit was tal king, that nakes -- you
know, that makes sone sense. Since | didn't hear him |'m
not sure what he was tal king about.

MR O CONNOR: | would like to conment on that
poi nt as wel|.

COW SSI ONER STAREK:  Sure.

MR. O CONNOR: | guess when you | ook at the
reasons for nmerger, that's sonething that can be mani pul at ed
to some extent and at |east the stated reasons for the
merger. And | guess |'d be somewhat cautious about that
sinply because -- for the sanme reasons that Posner's
cautious about attributing notive to predatory pricing.

| nmean, it's very difficult to subscribe a notive,
where you ook at intent in these kinds of transactions. |

think to the extent that there's docunentary evi dence of the
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rationale for the transaction that is objective and
pre-exists the actual decision to nerge, | think that may be
somewhat probative of the reality.

But again, intent evidence is sonetines a slippery
slope. And | think that that's where this suggests we ought
to be going.

COW SSI ONER STAREK:  Thank you.

COW SSI ONER STEI GER Kevin, first of all, thank
you for being here. You have been a great supporter of the
Chairman's effort here fromday one, including hel ping at
the steering comrittee to frame these various questions.

MR. O CONNOR:  Thank you

COW SSI ONER STEI GER:  Let ne suggest that you
pose a rather stark contrast in the treatnent of
efficiencies. To paraphrase, although not conpletely clear,
federal policy appears to suggest that efficiencies are
considered in all cases -- I"'mnaking this very stark -- as
conpared to NAAG nerger guides, which indicate that
efficiencies will only be considered where clear and
convi nci ng evi dence exists, that a showi ng of significant
efficiencies can't be nmerely predicted; therefore, would
constitute a defense.

Let's ook at efficiencies a different way. For
nmerger enforcenent, in general, if the contrasts are as

stark as | am suggesting the interpretation of efficiencies,
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what is the inpact on antitrust enforcenent nationw de here?
MR OCONNOR ['msorry. |I'mnot sure

understand the | ast part of your question.

COW SSI ONER STEI GER: First of all, would you
agree that you have drawn a rather stark contrast between
NAAG treatment of efficiencies and your perception of the
federal agencies' treatnent?

And, if so, what does this say for antitrust
enforcenent in general on a nationw de basis?

MR. O CONNOR: Ckay. Actually, I don't believe
that the difference is all that stark. | think that --

COW SSI ONER STEI GER: | was pushing you to answer
t hat .

MR. O CONNOR: Ckay. First of all, the clear and
convi nci ng | anguage was drawn, originally, in our original
draft -- in our original guidelines passed and adopted in
the md '80s fromthe DQJ guidelines of 1982.

And there are commentators, including R chard
Schmal ensee and others who think that it was a m stake for
t he federal governnment to abandon that |anguage and the
burden | anguage. And because -- for the reasons | said in
my opening remarks -- that it's the nmerging parties who have
the information on efficiencies. And typically, courts
assi gn burdens based on that kind of a factor.

kay. So that's nunber one. | don't believe our
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position is all that stark.

And if | mght, I would like to, you know,
contrast our position with that of Professor -- fromwhat |
under st ood Professor Brodley to be suggesting earlier, that
he, at least with regard to production efficiencies, would
not, in a sense, permt -- or not consider an argunent for
ef ficiencies where the HH was 1800 or the single firmratio
was 35 percent.

| know t hose nunbers are -- | mean, he's not -- |
don't want to bind himto those nunbers or to anything of
t hat sort.

But what we're tal king about in our guidelines are
nmergers in excess of those, that where we did | eave the door
open to an efficiency showing, we did | eave the door open a
bit. W did express skepticism however, that given the
t heoretical work that's been done on oligopolies and so
forth, that a showi ng by clear and convinci ng evi dence of
efficiencies in excess of the likely anti-conpetitive effect
woul d be possible, that that's going to be difficult to do;
and our guidelines express that.

Now, having said all that, | don't think that's a
fairly -- an extrenme policy at all or even -- | think what
our guidelines do is send a clear signal about how we're
going to treat efficiencies.

Last point, if you | ook at cases |like the Mrton
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Hospital case that | cited in ny testinony and ot her cases
where the states have worked with the federal agencies on
nmerger enforcenent, | think the actual practice of the
federal governnent agencies and the states has been very
cl ose, notw thstanding the | anguage differences in the
gui del i nes.

And | think that the results -- | think that there
is a general reluctance to consider the first story that's
of fered when the parties cone in and say this transaction
ought to be approved because, in the case of two hospitals
in Wsconsin, they're going to nerge their |aundry
facilities. | nmean, we tend to view that kind of story with
skepti ci sm

Now, that does not nean that our guidelines rule
out the possibility that parties will cone and be able to
show substantial cost savings, especially in a declining
mar ket like in north central Pennsylvania or in nmany health
care nmarkets where the demand is sinply going down, that
they will not be able to nake a showi ng that this nerger
would be in the public interest, in effect, if it was
permtted to go through.

So | don't think our guidelines are all that
starkly different fromthe federal guidelines in practice.

MR. BRODLEY: If | can just reply to one thing?

COW SSI ONER STAREK:  Sure.
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MR, BRODLEY: Just for the record, | would not
apply that criteria of 1800 HHI and 35 percent to a joint
venture. | think it should be higher for a joint venture.

And | would not apply it to an innovation nerger
where it mght very well be higher.

COW SSI ONER STAREK:  Ti n®?

MR MJRIS: | want to nake one practical point
based on ny experience.

| think there's a fear -- usually nore inplicit
than explicit, but occasionally nade explicit -- that if we
really allowed an efficiencies defense that didn't throw all

t hese obstacles at it, we would be deluged with

efficiencies. "W" being the governnent.
Well, ny -- you know, | was Bureau Director for
al nost three years. | had witten an article, which at the

time, was the nost far out, if you want to put it that way,
support of an efficiency defense. And maybe this is a
comment on the sloth of the bar, but very few people cane in
maki ng efficiency pitches to ne. Very few.

COW SSI ONER STAREK: That's our experience on it

as wel | .

MR MJRIS: Yeah. And |I'm saying when it was well
known -- or should have been -- that | was enthusiastic
about efficiencies defenses or willing to | ook at them

there were very few
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And we had roughly 10 nergers a year that were
chal | enged or abandoned; and | can only think of two in
al nost three years that woul d have been chal |l enged ot herw se
that were not chall enged because of an efficiency defense.
And there was a third that there was sone argunment about.

So | think that fear is there, and | think it's
not justified. | nean, | don't think that there will be
reans of docunments or specious clains.

| nmean, to the extent that people come in, which
they frequently do, and they say there's sone kind of
efficiency, if they can't back it up, then they | ose,
mean, on that issue. |It's pretty straight forward.

MR. O CONNOR: Can | ask a question?

So, | mean, you would agree that the burden ought
to be on the nerging parties?

MR MIRIS: Well, the burden, if you go back to
Wgnore and the great evidentiary treatises, the burden --
the burden --there are two burdens. There is the burden of
produci ng evidence and the burden of persuasion.

Clearly the burden of producing evidence ought to
be on the parties that have the evidence, and that's the
nmer gi ng parties.

| don't object to the idea of, in the |egal
setting, the issue we were tal king about before, that the

burden of persuasion ought to be on the -- you know, ought
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to be on the party nmaking the defense. | would not, in
ternms of these subsidiary issues, |ike, pass on and all of
that, | wouldn't add those additional burdens to the merging
parties.

MR. BRODLEY: Could |I ask a question as well?

" mwondering if the lack of efficiency clains is
due to perceptions that they wouldn't be received
hospi t abl y?

| can think of, for instance, statenents that, for
i nstance, Tom Kauper has made about the efficiency clains
and others. | believe that Baxter has nade sone statenents
whi ch were not very hospitable.

So despite your own witings, you know, it's work,
it's tinme to do one of these things. And if you don't think
it's going to work, wouldn't that be --

MR MIRIS: Well, | agree that -- that woul d have
been true -- Bill Baxter was at the Antitrust Division for
part of the time when | was here. Maybe that was true of
the Antitrust Division.

But, you know, if you had a nerger at the FTC for
those two and a half, three years, | was receptive. | nean,
everything | said before and during the tine indicated I was
going to be receptive. So I don't think there was any
reason to believe there was an i nhospitabl e atnosphere.

And, yet, we just were not del uged.
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And, again, maybe it's a comment on what you're
saying, that -- you know, that they're hard to do. But I
t hink, you know, it's a non-trivial nunber of merger cases
t hat would be influenced. But | don't think it would
radically alter nerger |aw.
MR O CONNOR  Well, could that be because nost

nmergers aren't chall enged because --

MR MJRIS: No. I'mtalking about the ones that
MR. O CONNOR: -- the ones above the 1800 --
MR MIRIS: -- of the -- yeah, of the 10 or so a

year, where we said we'd challenge. And | can't renenber
how many second requests we're dealing with. 30. 25. 40.
| just can't renenber the nunber.

But we're tal king about a very small nunber of
peopl e who cane in with efficiency defenses. And | only can
remenber -- there were a |lot nore people that cane in with
ef ficiencies defense than two. But I'msaying in only two
cases was the efficiencies defense decisive. One of them
t hi nk, bei ng GM Toyot a.

MR. O CONNOR:  Perhaps they concl uded they
couldn't make the show ng.

MR MIRIS: Well, sure. No, I'"'msaying that's --
I'"'msaying that's possible. Sure.

But |I'm saying the fear which exists anong --
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heard it expressed many tinmes by people at the agencies,
that they're just going to be deluged with this evidence
that's going to be hard to sort through

| nmean, ny experience, it just did not -- it was
not borne out.

COW SSI ONER STEI GER: You nentioned GM Toyot a,
which all of us had the enjoyable task of reviewing, as a
matter of fact, in lifting all provisions of the consent
order sonmewhat ahead of the end of the consent order.

In mentioning it, you cited areas of efficiency
that, | take it, Tim you believe are not taken account of
frequently enough of, one being managerial skill or
abilities and the other, pronotional efficiencies.

And | wondered if you could expand on that a
little bit and why you think it is that those particul ar
types of efficiencies are ignored by the agencies?

MS. VALENTINE: Actually, could we naybe expand
that question? You know, | think it was one of the ones
that we left off with at the end of this session of what
types of efficiencies should we care about?

And Terry Calvani, | think, said he felt as if he
had woken up in Wnderl|l and because he may be di sagreeing
with you in terns of what efficiencies one should recogni ze.

And | would be interested in hearing from each of

the four participants whether there are production and
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i nnovation efficiencies that we should value nore or
recogni ze nore, whether anything that would cause price to
go down, including tax savings should be recogni zed, how you
woul d deal with that.

MR MIRIS: Well, | would accept -- | nean, |
don't think ny views have changed significantly since the
article I"ve witten. But to summarize, | would accept the
pecuni ary, non-pecuniary distinction.

And on the question of managenent, one of the
reasons |I'mtroubled by trying to say we won't recogni ze
managerial efficiencies is, it causes the governnent to do
what it did in ADM which is take a set of efficiencies that
coul d be characterized in several ways and dism ss them as
manageri al efficiencies.

What happened there is, whatever ADM had led to a
| oner per unit cost. Now, you could try to put that in a
bag of saying it was productive; you could try to put that
in a bag -- of a box of saying it was managenent; and the
government tried one, and the defendants tried the other.

In GM Toyota, the Japanese, for a whole variety of
reasons had trenmendous cost advantages. Part of it was the
managemnent techni ques that they devel oped. But those
managemnent techni qgues cane down to, in many cases, specific
t hings, specific differences in work rules, the so-called --

you know, their inventory practices.
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| would rather |ook at people saying -- firns
comng in and saying: W think we can |ower costs, and
here's why. And it's obviously the nost credi ble when they
can show, you know, sonething else, their own plants, and
not get into the debate of trying to call it managerial or
somet hi ng el se.

That's what |'mtal ki ng about.

In fact, there are lots of situations. | do a |ot
of consuner goods industry is what |'ve probably done the
nost of over the years. |'ve witten about a variety of
i ndustries and studi ed them both academ cally and as a
consultant. And in a lot of those industries, for whatever
reasons, sone firnms are better than others.

You know, for a long tine organization -- you
know, the Dallas Cowboys organi zati on has been very good for
a long time. Harvard Law School has been good for a | ong
time. | mean, there are certain organizations, for reasons
that are very hard to characterize, seemto have advant ages
over other organizations for a | ong period of tinme.

And what we call that -- I'mless interested in
what we call that than in being able to show that those
advant ages exi st and they can be transferred in sonme way.

COW SSI ONER STAREK: Ot hers?

MR. BRODLEY: "Il start.

| woul d recogni ze scal e econom es, transacti onal
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econom es, informational econonies, innovation econom es.
woul d not recogni ze pecuniary economes. And |I'minclined
not to recogni ze capital-raising econom es.

| " ve been persuaded there by the findings of
Scherer and Ross that capital markets sonetinmes discrimnate
against small firms for reasons that don't reflect on | ower
costs of dealing with such firms. So | would be |ess
inclined to recogni ze that.

That al so might nmeld over into actual pecuniary
econony and the ability of a large firmto sinply use its
buyi ng power.

So -- as to pronotional, | didn't actually put
anything in the paper on that because |I'mnot sure | have a
definite answer.

| think what |'d say on pronotional is that, |
woul dn't rule it out; but I'd want the agency to | ook at the
nature of the economy. And perhaps it mght be there, but
it mght not produce the social gains, say, as conpared with
an i nnovation econony, which tends to conpound, through
i ndustries and through the econony generally.

COW SSI ONER STEI GER:  Professor, may | interrupt
and ask you how you woul d define "pronotional"? Are you
referring only to marketing? O would you add product
di stribution, product service? How narrowWy would you be --

MR. BRODLEY: | was thinking in terns of pronotion
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and adverti sing.

When you get to things like distribution, it seens
to me that is an econony of -- is a production econony. So
t here woul d be no problemthere.

The question is whether things which are purely,
say -- advertising pronotional, whether they should be

treated on a parity with others.

| guess, as | talk out loud, | wouldn't disregard
them But whether they should be treated -- | guess the
standard woul d be how nmuch -- what's their net effect on

social wealth? And sonme econom es have a bigger effect than
others. And | think that that ought to be recogni zed.

| guess | agree with -- | think, with Tim Mris on
the -- for instance, the nanagerial. | mean, GM doesn't --
the label isn't too significant.

| saw GM Toyota' s econoni es as i nnovati onal
primarily, in the sense that it was innovational to be able
to take Japanese productive nethods and nmake them work here
wi th our workers and -- who had never -- you know, in a --
and with a union operating and so forth. That was a true
i nnovat i on.

O course, the claimwas, you know, in the case,
was beyond that, which is that this innovation would
actually capture the other -- and be effective in the other

GM plants as well. And that, of course, is something that
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one could test on ex post basis.

MR. CALVANI: | think the discussion this
afternoon where we have characterized the efficiencies that
woul d flow froma CGeneral Mtors/ Toyota joint venture, in
vari ous and sundry ways, goes a |ong way toward
denonstrating the poverty of this kind of debate. You can
characterize efficiencies in lots of different ways.

Most of the commentary, at |least prior to these
heari ngs, on segregating the various efficiencies has had to
do with the difficulty of denonstrating themto the
satisfaction of any reviewing party. And | think that's a
perfectly appropriate point to nmake.

But that only says that sone are harder to prove
than others; and, where it's hard to prove, the person
that's going to have to prove it has a tougher task. And
I"mconfortable with that.

| guess at the bottomline, in this area, | don't
find nmyself in disagreenent with Professor Miuris. Were
di sagreed with Professor Miuris earlier was on his reluctance
to want to tal k about the redistributive consequences.

MR O CONNOR | find nyself alnpst agreeing with
ever ybody.

MR. CALVANI: Then obviously I'mon the wong
si de.

MR. O CONNOR:  Yeah, right. ©Ch, cone on now.
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Cone on.

No, | think it conmes down -- | particularly agree
with Terry on his characterization of the problem as being
one essentially of proof. And when you're |ooking at the
hard core efficiencies of econom es of scale, integration,
product facilities, transportati on econom es, that sort of
t hing, you generally have sone hard nunbers to | ook at. You
can actually put your finger on it.

| think the federal guidelines got it just about
right with the other types of efficiencies; and I'll quote
right here from Section 4: "The agency nmay al so consi der
cl ai med efficiencies devel oping fromreductions in general
selling, admnistrative, and overhead expenses or that
ot herwi se do not relate to specific manufacturing,
servicing, or distribution operations of the nmerging firnms,
al though, as a practical matter, these types of efficiencies
may be difficult to denonstrate.

| think going in the direction of what it is they
can prove is an inportant one. But | would tend to | eave
t he door open for -- if you're tal king about the case with
the HHI in the stratosphere and you're | ooking at the
efficiencies as tie breaker, | think you tend -- why not
open the door to a full-blown discussion of all the
potential efficiencies and evaluate themno matter what --

you know, whatever box they m ght happen to fit in.
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Al though | think there are some, such as pecuniary
and ot her types of efficiencies, that probably would not be
gi ven great wei ght by anyone who is |ooking at it
obj ectively.

MR. ROBERTS: If | mght, there's a little bit of
tension in the descriptions here -- or that | sense or feel
in that, on the one hand, for instance, Professor Miris
argues or clains that during a tinme, for instance, when
there was a general perception that the agency or that the
FTC m ght be nore hospitable to efficiency clains, it had
very little inpact on the nunber of efficiency clainms and
the types of efficiency clains nmade.

At the sane time, there's a | ot of pleading that
we' ve heard from people that we ought to consider different

kinds of efficiency clains or be clearer about identifying

the types of efficiency clains that we will consider and how
we we'll consider them
The question | have for the speakers -- and |']|

address it to Professor Miuris, although |I hope that you'l
all answer it -- and that is whether or not you think that
it would be useful for us to develop nore -- as | think you
suggested earlier, sone kind of nore specific guidelines in
terms of how we are going to do efficiency analysis and what
exactly we are going to consider and whet her or not you

think that currently, what sonme perceive as a failure to
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have done so has influenced the nature and type of
efficiency clainms that are nade for it.

MR MJIRIS: Well, |I mean as an academ c, | have
never accepted the view, which a | ot of attorneys who have
been at the FTC have had, which is: W don't want to tie
our hands. You know, we want to be able to have discretion.
And, therefore, we don't want to -- you know, the | ess we
tell people the better about how we nake deci sions.

| nmean, as an acadenic, |'ve always thought the
opposite: The nore we tell people about how we make
deci sions, the better.

And if that neans -- and | think in this case it
does -- trying to clarify sonme of these questions about
efficiencies, |I think that would be ultimtely good. And,
obvi ously, you have a limted nunber of staff resources and
you can't try to clarify everything.

But | think this question is inportant enough, it
comes up in enough areas -- hospital mergers probably being
t he nost promi nent one right now -- that the Conm ssion
ought to go ahead and take a stab at addressing the issues.

| don't think it will have -- | nean, at the
margin, as economsts like to say, | think it will have a
difference. But we're not tal king about, you know, a major
difference. You know, if it's a couple of cases a year or

somet hing where you really have to delve into this -- |
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don't think that's a sea change.

COW SSI ONER STAREK: Ot her responses to
Dr. Roberts's question?

MR. CALVANI: | think it's a good idea.

On the other hand, | think the changes that you
have made in prior approval and not filing adm nistrative
actions as a regular matter of course, dwarfs -- imensely
dwarfs this issue in ternms of its overall inportance.

COW SSI ONER STEI GER:  Can | respond?

COW SSI ONER STAREK:  Sur e.

COW SSI ONER STEIGER | think all of us who have
wor ked through this period of tine very much appreci ate,
Terry, your favorable comments on our attenpts at internal
efficiency, if you will, in the areas of sunset, Part 111,
and prior approval. They were extrenely well researched and
studi ed issues, and a great anopunt of resources were devoted
to them

Wul d you care to add any further suggestions,
while we're on this subject of efficiency? You were one of
our nost distinguished alunms here as a Comm ssi oner.

What else is it that we should do to internally
beconme nore efficient in the process?

MR. CALVANI: Well, thank you for the invitation.

I will respond in witing after I have had a chance to --

COW SSI ONER STEIGER: | knew | coul d depend on
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t hat .

MR. CALVANI: ~-- to collect ny thoughts on that
subj ect .

| really do think the changes in sunsetting -- but
nore inportant the changes in prior approval and the changes
in the adm nistrative process are, in ny mnd, the nost
significant devel opnents in nerger |law practice in 15 years,
bar none.

It is -- as sonmeone returning to private practice,
it was incredibly inmportant to ne to -- ceteris pari bus,
whi ch is never the case, but assumi ng all other things being
equal, to secure review by the Antitrust Division. The
asynmetry in the costs of review between the two agencies
was such that you just sinply could not afford to litigate
agai nst the Conmi ssion. Because the day that you darkened
t he door of the federal courthouse, you confronted an
adm nistrative action. And the only way of getting rid of
an administrative action was to sign a prior approval
provi si on.

And as nmuch as we said, representing private
parties, that we would litigate until hell froze over and
see you on the steps of the United States Suprene Court,
nobody believed that because it wasn't true. Very few
conmpani es had the stomach or, perhaps better, the resources

to endure six, eight years of adm nistrative litigation.
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So the changes that the Commi ssion has made in
this area are exceedingly inportant, and I would just sinply
urge that you give nore thought to these sanme subjects.

It remains to be seen, frankly, exactly how those

two will shake down. The announcenents, as | read them from
t he agency, do not indicate that the agency will not file
adm nistrative actions. It sinply says that we won't al ways

file adm nistrative actions, or routinely file
adm nistrative actions in a certain setting; and we won't
al ways insist on prior approval provisions. And it wll be
interesting to see how all that shakes down.

| also think it's not a bad idea to revisit the
i ssue periodically of how long orders ought to remain before
t hey do sunset.

|"d just sinply cormend to you on what it is that
you have done to date. | think they are very inportant, and
they are the nost inportant changes in the agency in a very
long tine to render at |east Section 7 enforcenent nore
efficient.

MR O CONNOR | would like to go back to
M. Roberts' question about how nmuch detail you want to put
in policy statenments about what efficiencies to consider, if
| coul d?

COW SSI ONER STAREK:  Sure.

MR O CONNOR: | amof the belief that a good
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prosecutor, for |lack of a better word, or a governnent
enforcer, ought to consider all the factors that go into a
particul ar transaction.

And, again, renmenbering that we are only talking
about here, apparently, the transactions that are going to
cause anti-conpetitive concerns. And that -- the question
t hen beconmes: Should, as a policy matter, we nmake a | aundry
list of every conceivable efficiency that we m ght consider?

My concern with that approach is informed not just
by nerger enforcenment but by general practice as a
government attorney doing crimnal cases, the securities
fraud area, and other areas is that, when you put that kind
of statenent out there, that you' re going to consider al
t hese factors, judges have a way of reading those standards
and saying, but M. O Connor, you didn't talk about these
si x factors when you were doing this case; you don't point
out this; you didn't do that.

As you know, the federal governnment has had its
problems with its Merger Quidelines in cases such as Baker
Hughes where the Guidelines are cited back as part of the
rationale for the decision in those cases.

And so | would --

COW SSI ONER STAREK: That's why they were
changed.

MR. O CONNOR: Par don?
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COW SSI ONER STAREK: That's why they were

changed.

MR O CONNOR:  Yeah

| guess -- so, where I'mgoing with this is, as
long -- | don't have a problemw th guidelines if there is a

laundry list of that sort as |ong as burdens are assigned.

And see, | guess as long as it's clear in the
gui del i nes thenselves that the burden in this area, where
the information is in the possession of the merging parties,
is on the merging parties to bring in the evidence show ng
that there's actual efficiencies there.

Then, | guess |I'mless concerned about it than a
docunents that sinply says: These are the factors we're
going to consider. But we're not going to tal k about
bur dens.

MR. BRODLEY: Could | speak to the question, too?

COW SSI ONER STAREK:  Sure.

MR. BRODLEY: | think it would be desirable, at
sonme stage, to have guidelines as to efficiencies. But the
guestion, | suppose, is when you feel that you have the
experience to nake those neani ngful and buttressed by the
consi deration that Kevin gave as well?

In other words, it nay be that those are better
done after you've had sonme experience in evaluating them

particularly if you adopt a new procedure for eval uating
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efficiencies so that you get nore of these cases and t hat
per haps i nformal advice could be given; but in terns of
getting it into guidelines, it mght -- you know, |'d just
rai se the question: Wuld it be better to wait until
there's nore experience?

COW SSI ONER STEI GER:  Professor, thank you for
t hat observation. Those of us who struggled hard in two
sets of health care enforcenent policy efforts cane to the
conclusion that the only areas in which we could offer a
safety zone statenent were those in which we had experience
sufficient to give us a very high degree of confidence that,
absent sonme extraordi nary circunstance, an anti-conpetitive
effect was not I|ikely.

W were all careful to say this does not nean that
conduct outside of the safety zone is suspect, sinply that
we do not know enough to guarantee for ourselves that it
will not result in an anti-conpetitive effect.

COW SSI ONER STAREK:  Comment s?

MR MJRIS: Well, one thing that troubles me with
merger law in the last 10, 15 years, it's becone an
i ncreasingly highly specialized formof regulatory | aw,
dom nated -- well, "dom nated" is too strong -- but where a
fewlaw firms have a -- do a large bul k of the second
requests and have an advantage -- and | think it's incunbent

upon the Conmission to try to release -- and the Justice
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Departnent -- and they' ve done a lot of this; and | think
t hey ought to be commended for that -- to try to rel ease as
much informati on as possible about what it is that they're
doi ng.

One of the things that wasn't done by the
government that cane out of governnent data is the paper
that Fred McChesney and a few other people did a few years
ago where it was controversial here; but they took
Commi ssion chal l enges for a four or five year period of tine
and | ooked at, to what extent the guideline factors
i nfl uenced various cases and did sone statistical work on
it.

You don't have to go that far. But, | nean,
don't think it would hurt at all for the Comm ssion -- and
t here has been nore of an effort to do this in the Division
-- to talk about its experience, wthout violating
confidentiality, with its merger investigations.

And the nore steps that can be taken in that
direction, the better. And, obviously, a statenent about
how t hey apply efficiencies, | think, would be very hel pful.

COW SSI ONER STAREK:  Thank you.

In addition to Dr. Roberts fromour staff, we also
have with us today Laura WI kinson, who is the Deputy
Director of one of our merger shops here in the Bureau of

Conpetition. And since she was trained in this Conmm ssion
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by Steve Newborn, anmong others, |I'msure she's not shy and
probably has a |ine of excellent questions.

Laura?

M5. WLKINSON. | just have one question, and it
is fromny practical perspective.

|"ve enjoyed the policy discussion that we've had

t oday; but practically, how can we actually inplenent these

policies?

And | would like to hear fromthe panelists, is it
realistic that conpanies will be able to provide evidence of
these efficiencies that will allow us to evaluate the

ef ficiency argunments that they offer?

| have heard Professor Brodley tal k about,
per haps, industry studies and things |ike that; but they
don't seemto be nmerger-specific. And, in fact, in many
i ndustries, there are no such studies.

So, what kinds of evidence would you suggest that
conmpanies bring in? And would they be able to actually
bring in evidence?

MR. BRODLEY: Well, | gave a list of evidence that
| thought woul d be appropriate; but that doesn't nean that,
if they don't bring their evidence in, their clainms can't be
considered. So they bring in the best evidence that's
avai | abl e.

But say at the ex ante stage, they certainly have
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made sone studies of the efficiency properties of the
transaction, if that's their main claim

So they could, to begin with, bring in -- and
t hose studi es ought to have been nmade before they
anticipated litigation. In other wrds, those should have
been in the planning stage. So | think they could bring
that kind of study in.

They can al so undertake a study that's
firmspecific, which -- such as a -- particularly at the
pl ants | evel, such as an engi neering study or a statistical
cost study.

The survivor test studies are ones that -- where
the data should be available in terns of the growmh of the
firmrelative to other firms in the industry.

So, it's true, your point is well taken. |If
you' re tal king about inter-industry studies, they can't nake
a -- can't be expected to make an inter-industry study. But
they may exist. For instance, past experience in simlar
nergers may exi st.

So they should -- when they bring -- |I'mtalking
about those things. They bring in the data which is already
avai lable. Not -- they don't have to -- they're not
expected to create new data outside the firmitself.

And so | think -- | nean, | wanted to be

conprehensi ve and suggest all the kinds, because it's --
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they won't have these things in all cases; but they'll be
avai | abl e sonetines, in some cases, and sonme of themw | be
available. And I think the totality could tell a good --
make a good representati on and picture.

COW SSI ONER STAREK: Ot her thoughts?

MR O CONNOR | would agree with Professor
Brodl ey on that.

MR. CALVANI: | think the question is a very hard
guestion. And the best | could do for an answer is: It
depends.

| recall when | was here at the agency, sone --
very few, but some cases where the efficiencies were really
patent on the face of engineering plans. It could be laid
on top of one anot her.

| remenber one case where it was dramatic and
everybody stood back and said: Cee, this is very
interesting. Let's look at it nore.

| renmenber countl ess other cases where people
said: Well, it's snmoke and mirrors, and we went on to the
next thing.

Sol -- it's not always a tough job. Sonetines
it's easier; sonmetines it's nore difficult. And | think the
guestion maybe is too hard to answer other than just to say
it's going to depend on the circunstances of each case.

COW SSI ON STEI GER:  May | go back to Professor
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Muris on that regard?

| think you nmentioned that in your tine here at
t he Comm ssion as Bureau Director, | think you said there
were two, maybe three, transactions that turned on
efficiencies or in which they were a critical elenent.

Can you tell us what particular efficiencies were
the nost striking? Ws there a market basket of themthat
appeared in the two or three? O did they vary all over the
| ot? From your experience.

MR MIRIS: Wll, it -- partly there's this
problemof trying to characterize efficiencies in various
boxes.

But in the cases that I'mtal king about -- and
throw in ADM as anot her exanple that | have studi ed; and the
case was going on at the Justice Departnent at the tine --
peopl e were able to show, | think with high conviction, that
they had | ow per unit costs and that they could transl ate,
by taking over these other plants, they could translate
t hose efficiencies, whatever their source, and have | ower
per unit costs.

| think a tougher kind of efficiency but which
I've seen in a few cases is where sonebody, for whatever
reason, has, you know, a group of people that are better at
growing a market, a so-called niche narket; | mean, they

figured out a way to prosper in the niche and have vari ous
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i deas; and they're trying to nerge with sonebody el se who's
old and staid and has not been so innovative. That's a nore
difficult and qualitative kind of assessnent to make.

Again, | nean, there are lots of issues that are
hard. This doesn't strike ne, quite frankly, as any harder
t han product market definition, naybe because | spent a | ot
on tinme on both. You know, they both can be difficult, and
they both can be relatively easy. But | nean, you' ve got to
-- you've got to, obviously, nake the call. And there's no
magi ¢, but | think smart people working at it can forma
reasoned judgnent. Sonetines reasonable people wll
di sagree; but, you know, they can form judgnents.

And instead of doing that, | think we spent too
much tinme saying -- you know, worrying about what woul d
happen if we actually spent time | ooking at efficiencies.

M5. DeSANTI: Let ne see if | can probe farther
because | think that Laura's question nerits nore of a
response than she's gotten so far.

It's all very well for you, Conm ssioner Calvani,
now out si de the agency to say: Wll, it's hard soneti nes,
sonmetinmes it's easy.

But it seens to nme if we're going to be respondi ng
to people conmng in and saying: You really need to take
ef ficiencies nore into account and you' ve been

automati cally, agency, taking too skeptical a view of these
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because you're so concerned about the proof.

And then we ask: Well, what should we | ook to for
proof; and you say: Well, sonetines it's hard, sonetines
it's easy.

What ki nds of docunents, in your experience -- and
you' ve had experience in this kind of area, for nobst people
on this panel, both as governnent enforcers and in private
practice -- in your experience, what kinds of business
docunent s shoul d the agenci es be expecting conpanies to cone
in and show us in order to validate efficiency clains?

MR MIRIS: Well, | guess -- and | don't know the
right way to phrase this; but if you deal w th business
docunents -- and everybody here has dealt w th business
docunents a lot -- | nean, accounting is -- take the
relatively easy case, the case | was tal king where we were
tal ki ng about per unit costs. There's sonething that
busi nessmen worry about. They worry about -- other than in
the context of the nerger -- | agree with Professor Brodley
t hat, obviously, docunents that are prepared in a nornal
busi ness context are a lot nore reliable.

The kind of rules that you apply to product market
definition docunments, one of which | just nentioned, are the
kind of rules you would apply to efficiencies. | mean
don't think it's substantially different.

There are tines in a product market definition
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where sonebody is claimng, you know, sonething that seens
far-fetched, conpetes and should be in the market, where you
require -- you know, you require nore evidence because it

seens intuitively inplausible to you.

And | think that's the same with costs. 1've seen
lots of industries -- | ticked off sone; the beer industry
is another one -- where the Justice Departnent in the '70s
stopped -- changed its enforcenent procedure because it

becane convinced that there were substantial economes in
that industry; and it was stopping a trend that was
i nevitable.

Again, that's a relatively easy case, | suppose,
because you are dealing with per unit costs and sonet hi ng
that's relatively quantifiable. But | don't see any reason
why because there are relative easy and relatively hard
cases; it's different than market definition.

M5. DeSANTI: Let nme press you a little bit nore
and just ask you about one possible reason.

I n product market definition, we're usually
| ooki ng at current product market sales to answer the
guestion of what is the appropriate rel evant product narket.

Whereas, as to efficiency clains, we're |ooking
prospectively at: Wiat are the efficiencies that will be
generated by conbi ning these conpani es?

Isn't that --
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MR MJRIS: But alnost invariably an efficiency
claimis going to be based in the current experience of the
firm at least alnost all the ones that | have seen.

Now nmaybe sonetinme, you know, sonebody nakes the
first nove to build a bigger plant; and that's relatively
specul ative. But then they don't build the bigger plant
wi t hout consi dered judgnent about what the relative costs
are going to be.

So the fact that it's prospective, in sone sense,

I don't think makes it significantly different. Quite
frankly, the 5 percent test -- which | think was a wonderful
innovation -- is a blindfold and pin the tail on the donkey
in a significant nunber of cases.

In other cases -- | nmean, you've got exports
comng in and you' ve got price changes, and you can do
econonetric anal ysis.

So, again, | don't think there's anything
magically different. And if it turns out -- and this is the
key with the allocations of burdens -- if it turns out that
it's speculative, it's speculative. They |ose.

MR. O CONNOR: | guess the problemI|'mhaving with
this question is that the type of docunentation you want is
going to vary fromcase to case very radically.

If you' re | ooking at a hospital nerger case,

m ght be very interested in seeing if Hospital A has
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undertaken a study to see why its nunber of heart by-pass
surgeri es has been goi ng down over the previous years; and,
you know, what they can do about it. What is -- and then
they start |ooking at what's happening in the rest of the
hospitals in the area and so forth.

And, you know, if | saw that kind of
docunentation, | mght be persuaded that there's sonething
going on here in the market that woul d explain why this
Hospital A wants to nerge with Hospital B and lower its unit
cost in heart by-pass surgery.

| f you' re | ooking at an innovation market where
you' re tal king about some sort of high-tech product that's
comi ng down the line, it mght be a conpletely different
type -- | nean, they might have tried for years to devel op a
particul ar kind of product; or they have the product and
t hey haven't been able to get it to the nmarketplace for sone
reason; and now they're | ooking at a nerger for sone other
reason, and you're looking at a different kind of docunent
that may be intertwined with the conpetitive effects of the
transaction nore directly than in the hospital case, where
-- where the -- let ne just stop there.

| nmean, |I'mnot sure | can generalize to -- give a
general i zed answer to the question that's been posed here,
as to the category of docunments? | guess, it's sort of the:

| know when | see it standard.
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What you want are objective business docunents
that explain what's actually happened in the market and why
t hey m ght be doi ng what they're doing.

Al though, as | nentioned earlier, I'ma little --
| get alittle concerned if a docunmentation that gets closer
to the time the nerger was proposed and they're sort of
sel f-serving representations as to why they want to
undert ake the nerger.

MR. BRODLEY: Could | respond to that briefly?

COW SSI ONER STAREK:  Sur e.

MR BRODLEY: Doesn't this illustrate the
advant age of a two-staged approach?

That is to say, at the first stage, if all you
have to show is you' ve got a plausible account that
efficiencies are likely to occur, then you don't have to
agoni ze in the same way as if you're making a fina
j udgnent .

Later, you will be | ooking at docunents that
actually exist as a transaction that have had an experience,
and then you can apply the normal nethods to docunents. In
ot her words, you have cont enporaneous docunents.

COW SSI ONER STAREK:  Well, we certainly talked a
| ot about the -- howdifficult it is to nmeasure efficiencies
and present themto enforcenent authorities. Wat about the

other two points that I nmade at the outset?
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Do efficiencies have to be nmerger-specific in
order to be recognized?

And what does "nerger-specific" nean? | nean, it
means different things to different people; and we've heard
that in previous sessions on efficiencies.

And, secondly, do nergers have to be -- do
ef ficiencies have to be passed on to consuners? |If so, do
t hey have to be passed on imediately? O can we | ook at
di ffusion and innovati on markets? Can we | ook down the
line? Follow a two-step approach that Professor Brodl ey
asked?

Anybody want to take those on?

M5. VALENTINE: And can | add one little thing to

your "nerger-specific," because | agree with you, we have
heard so nany different fornul ati ons of that.

But because today we're also hearing a | ot about
burdens and how i nportant they are, that's one place where
we hear many different stories about who shoul d have the
bur den.

So assumi ng that one were to have sone standard
l'i ke that, where should the burden be as well?

COW SSI ONER STAREK:  Any takers?

Kevi n.

MR. O CONNOR:  Well, assuming we're tal king about

ef ficiencies show ng, say, nergers that have
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anti-conpetitive effects. GCkay?

By assunption, then we have a nmerger that is going
to inpose a cost on the econony by sone increase in
al l ocative inefficiency, okay? as well as redistribution of
sonme sort. GCkay. So you have, by assunption, that going
on. Now the question is: Should the nerging parties be
required to show the efficiencies, the technical and
production efficiencies, are nerger specific?

When you frame the question that way, | think the
answer has to be: Yes. | nean, that what you're talking
about is an offset of some sort to the nerger-specific harm
So you need sone nerger-specific gain in that analytical
sense.

| nmean, if you're tal king about a merger bel ow t he
t hreshol d that you've concluded hasn't caused a probl em
then you don't care about the efficiencies as such. | nean,
it's passed the filters, so you' re done.

So | guess that's -- now, what do you nean by
"merger-specific"? That gets back to a proof question.

And, again, because I'"'mthe |lowly governnent attorney
sitting here waiting for the parties to bring ne
information, for the nost part -- although, I can go out and
do sone interviewing of third parties and so forth -- nost
of this information about efficiencies is internal to the

nmerging parties. I'mwaiting for themto provide nme the

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N Bk

N N N N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

1739
information that will allow nme to nake this assessnent.

So, | nean, that's where | conme on the burden
guestion. And that's one of the reasons why we were so --
you know, we felt very unconfortable elimnating that part
of our guideli nes.

COW SSI ONER STAREK:  Any ot her thoughts?

MR. BRODLEY: | have a question, M. Conm ssioner.

How is "merger-specific" different fromthe
phraseol ogy "no reasonably less restrictive alternative"?

COW SSI ONER STAREK:  Good questi on.

MR BRODLEY: | nean, if it's -- | would think
that it is the sane thing; but I'mwondering if that's what
you nean. You don't nean anything different by that really?

Anyway, it's an inportant question; but |'mjust
trying to get that in mnd

And, | nean, the question of burden, of course, is
difficult on that issue in the sense that it seens pretty
arduous to require the parties to cone in and prove, as
agai nst all possible transactions, this is the | east
restrictive.

And | have cone out with the idea that if they
have di scharged their burden of show ng that the transaction
is efficiency justified that it's really up to the agency --
wel |, of course, aided by discovery and so forth -- to

suggest what are these less restrictive alternatives that
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exist; and then I think the parties can then neet the burden
of showing, well, no, Plan Ais not a reasonably |ess
restrictive alternative nor is Plan B or C.

It seens to ne that m ght be the way to deal with
t he probl em of burdens so that the burden then -- that the
agency has named things that are plausibly things within the
bal | park of less restrictive, then the parties could cone
forward and show that that's not the case.

MR. CALVANI: | wonder whether this is a real
issue. | nmean, | can see where you would say: Well, we're
not going to take account of efficiencies.

If it's an efficiency which you the conpany coul d
acconplish if you did absolutely nothing nore than just
sinply inplenent these changes internally, well, that sounds
nice. It also assunmes that governnment review ng agency is a
better manager of the conpany's assets than are its current
managenent. And | find that a difficult assunption to nake.

| think people generally try to profit naxim ze;
and if there are just efficiencies that they' re stunbling
over out there and they have chosen not to make them but the
government can help identify themand help themrun a nore
ef ficient organi zation, perhaps; but |I'm skeptical.

Then there's another alternative. And that is,
well, let's think about other things you m ght do other than

this merger. W' ve been thinking about a joint venture that
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you m ght do over here. And | have the sanme problemwth
t hat .
| can cone up with a great hypothetical if you'l

let me nake all the assunptions | want to nake that woul d

clearly, | suppose, to the satisfaction of sonme denonstrate
that we ought to require nergers to be specific. It
requires all kinds of assunptions that | think inreal life

are very difficult to do.
So | guess | conme out pretty at nuch the sane

pl ace that | understand Professor Brodl ey cones out on that

i ssue.

MR O CONNOR Can | respond to that?

First of all, by "assunption" here -- at |east the
assunption that |I have been making is that we deal -- we get

to the efficiencies question only after we found that a
nmerger has sone anti-conpetitive harm and causes some harm
And that's the job of the governnent enforcers in this case,
is to deal with that issue. Cayton Act Section 7 says:
Thou shalt not nmerge if it will substantially tend to reduce
conpetition.

So it isn't a question of the governnent, you
know, willy-nilly going out and intervening in private
busi ness deci sions. For the nost part, nost of these
rationale for nerger aren't even an issue in the review

because they're below the thresholds, there's no conpetitive
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effects story, entry is easy. For any nunber of reasons,
you don't even get to this issue.

So, you know, | guess | take issue with the
characterization that when you get to the efficiencies
guestions, it's governnment intervening in this private
decision as a matter of course.

So, you know, | guess | just have a problemwth
that characterization of what's going on here, since the
nunber of mergers in which you would have this kind of
efficiency review is probably fairly mniml, fairly small.

MR MJRIS: On that question, | mean the Congress
clearly had prior approval statutes before it rejected them
| nean, this is the -- | mean, they are allowed to nerge
unl ess the governnment can stop them

And | think Professor Brodley's characterization
is correct as to the allocations of burdens. | think that's
a good way to go on this question.

MR. O CONNOR: One nore point that | wanted to
make, going back to the hypothetical, at times | wear
anot her hat in our office; and that is representing sone of
our state agency clients. And | renmenber a time |ong before
the states were ever in the nerger business when our
university hospital cane to nme and said: Can we buy a
l[ithotriptor with the conpeting hospital down the road.

And, you know, after looking at it and after
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reading BM again for the 12th tine, | decided, well, you
can do it; just price out the services separately, you know,
obvi ously makes sense. Neither one of you can afford it
i ndependently ta-dah, dah, dah and on and on and on.

Now i f they had cone to ne and said: W want to

merge. And | would say: Wiy do you want to do that. W

want to nerge with Hospital A down the road because we want

to buy this lithotriptor.

|"d have a problemw th that. 1'd probably take
of f nmy counseling hat and put on a different hat, ny
enforcer hat, and say: | don't think that's such a good

i dea because, obviously, you can do this in a different way

if that's the limted purpose for which you wanted to

undertake this. | think there's a way to distinguish what's
nmer ger-specific and what's not in nost cases.
COW SSI ONER STAREK: Passing on to consuners?

Any nore comments on that? W have Professor Miris's views.
MR. BRODLEY: |I'msorry. | didn't hear you.
COW SSI ONER STAREK: Passing on to consumers.

How shoul d enforcers deal with the question that -- or the

assertion that, for efficiencies to be considered, they need

to be passed on to consuners i mredi atel y?

MR. CALVANI: | think that brings us back to where
we started on the redistributive issue where | agree with

Professor Muris that it ought to be uninportant; but | think
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it is inportant because those that would mnimze the role
of the efficiencies defense often resort to the
redi stributive consequences of antitrust as a justification
for doing so.

| would assunme -- let's just assune for purposes
of argunment that we all enbrace sone sort of social agenda
for antitrust, including redistributive consequences.

I"'mwilling to adnmit that there's probably not a
| ot of yacht conpanies in highly concentrated industries
that are owned by blue collar pension funds. There may be
some, but there's probably not [ots of them

However, if we're going back to 1914 and we're

| ooki ng at the purposes of the Clayton Act and we're seeing

-- which | don't see -- but assune we see redistributive
obj ectives there, | suspect that if we |ooked at the average
equity -- the average earnings of Americans generally and

t he average earnings of Anmerican equity shareholders in
1914, we m ght see sone striking difference.

And the question that | would pose for those that
do enbrace redistributive goals or a social agenda for
antitrust is: |Is it not appropriate today to go back and
take a |l ook at that issue and to see precisely what are the
well -- what are the transfer paynents, the size of the
transfer paynents and the identity of transferors and

transferees today, in 1995, when we have a radically
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i ncreased presence of pension funds in the market and
el eenosynary institutions and the |ike.

| "' m not suggesting that it's going to flip flop.
But | am suggesting that the difference between 1914 and
di fference today, if you enbrace those goals to start off
with, is striking.

And | think that there is -- there ought to be an
injunction for those of us -- or those of you who woul d pl ay
Robin Hood. And that is, before we get out our little green
tights and start putting themon and start dashing into
Sherwood Forest, it mght be a good idea that we nake
absolutely sure that we separate Maid Marian fromthe
Sheriff of Nottingham Because it would be perverse, if
havi ng adopted redistributive goals, we were out there
robbi ng Friar Tuck and giving to the evil Prince John.

And it seens to nme that that's an exercise that's
wort h undertaking for those of you -- for those of you who
woul d subscribe to that agenda. |It's probably sonething
t hat ought be done.

MR. BRODLEY: 1'd like -- could I respond?

COW SSI ONER STAREK:  Sur e.

MR. BRODLEY: | don't think we should try to be
Robi n Hood. | agree.

But | et me suggest that there's no escaping that

consuner benefit is an inportant objective. The question is
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whether it's an inmedi ate objective, and that's the issue
t hat pass on poses.

As | ong ago as 1916, Judge Learned Hand said in
one of his earliest antitrust cases that the consumer
benefit does not require an i nmedi ate pass on of benefits.

And | think the question is whether there is going
to be sone ultimte pass on of the benefits of -- to
CONSUNers.

And in ny proposal, | have had two conditions on
an efficiencies defense designed to assure an eventual pass
on.

First, that in allowing a conbination at sone
| evel of the productive process that conpetition be retained
at sone other level. The idea there is that having
conpetition say at a vertically related | evel, assures that
there will be pressures for conpetition at the restrained
| evel .

Second, even at the restrained level, that the --
that the restraint not be permanent unless it's an
i ndi spensabl e condition, like it was in Broadcast Misic.

But in other cases it would be limted in tinme, as a joint
venture, for instance could limt it in tine.

So building, so far as possible, those conditions
ensures that eventuality of consumer benefit.

Further, the trade-off, | think that was -- Judge
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Hand didn't say this, but the trade-off notivates -- the
tenporary sacrifice of the consuner benefit are the possible
great welfare spillovers from sone kinds of efficiencies,
i ke better productive process which would resonate through
ot her parts of the econony.

And | guess, finally, | would just rem nd people
of sonething that the Chairnman put in an article in 1992;
but, in any event, a conplete pass on isn't possible except
in a conpetitive market. And in that case, you don't have a
restraint so that, in a sense, you know, it's al npst
i npossi ble to get.

So for all those reasons, it seens to ne that
i medi ate pass on -- | put it always that way -- that
i mredi ate pass on is not required in order to benefit
CONSUNers.

COW SSI ONER STAREK:  Ti n?

MR MJRIS: |In response to sonething Terry said,
et me go back to ny original point.

| think if we | ooked fairly and objectively at
current nmerger law, we realize the very tenuous basis of
that | aw from an econom ¢ standpoint.

The ol d market concentration doctrine is dead.
Attenpts to buttress it in the nodern gane theory econom cs
has not gotten us very far and al nbst nowhere enpirically.

Earlier drafts of the 1992 Merger Guidelines in the
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Departnment of Justice nmade sone attenpts to try to bring in
ganme theory notions nore than they ended up; and it was just
very hard to do.

And | think we have to realize that because the
current standards, in nost cases, give at best a very weak
nmeasure of anti-conpetitive conduct, that's what | think the
mai n nessage that I"'mtrying to say today is that
ef ficiencies, when they can be shown, tend to be reveal ed
wi th stronger evidence than the anti-conpetitive story that
comes out of the nmerger. And we ought to pay all the nore
attention to them

If we were really believers in the market
concentration doctrine, you know, as they were in the '60s
and early '70s, it mght be a different story. But that
basi s just does not exist any nore.

COW SSI ONER STAREK: Wl I, final word?

MR O CONNOR: Can | just conment on pass on
briefly?

| agree with Professor Brodley that the timng of
the pass on is a critical question. But | think it
underscores the difficulty of making the nmeasurenment of the
trade-off of the technical efficiencies that are achi eved by
t he nerger against the allocative inefficiency and
redi stribution probl em

And, obviously, ours don't -- the NAAG gui delines
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don't expressly give a tine frame for the
needs to be done; but it ultimtely cones
case-specific anal ysis.
COW SSI ONER STAREK:  Thank you.
Any ot her thoughts or conments?

Wel |, thank you. This has been

1749
pass on or what

down to a very

truly a very

interesting afternoon. | actually learned a few things. |

appreciate it. It was very, very hel pful.

Thank you for com ng. Thank you for taking the

time to prepare very thoughtful statenments and for taking

time this afternoon to share your thoughts with us.

(Wher eupon, 4:27 p.m, the heari
11
11
/11
/11
/11
/11
/11
/11
/11
/11
/11
/11
/11

ng was recessed.)
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